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“The Devil was having 
wife trouble” 


CCT JERE I AM, 

eee four 
—== years old and what 
: a7 I done?” he had 
once written. But he 
was 53, and his face, 
like his indomitable 
will, had become seared and toughened by 
years of Arctic struggle before he reached 
his ultimate goal. 


On December 15, 1909, Robert E. Peary, 











It’s actually easy to save money—when you 
buy United States Series E Savings Bonds 
through the automatic Payroll Savings Plan 


standing where no man had set foot before, where you work! You just sign an application 
planted the American flag on the North Pole. at your pay office; after that your saving is 
His return to his base was so uneventful done for you. And the Bonds you receive will 


pay you interest at the rate of 3% per year, com- 
pounded semiannually, for as long as 19 years 
and 8 months if you wish! Sign up today ! Or, 


one of his Eskimos said the Devil must have 
been asleep or having trouble with his wife. 


Actually, good luck of this sort was a rarity if you're self-employed, invest in Bonds regu- 
to Peary. He had failed six times before to larly where you bank. There’s no surer place to 
reach the Pole, but he never gave up. He lived put your money, for United States Savings 
all his life by his motto: / shall find a way or Bonds are as safe as America! 
make one. 


Peary’s was a motto Americans find easy to ° 
understand. In fact, it typifies the practical Safe as America -— 
“strike-out-for-yourself” spirit of the 160 mil- 4 “ 
lion American citizens who stand behind- US. Savings Bonds 
United States Series E Savings Bonds. Per- 
haps that’s why these Bonds are among the 
finest investments in the world today. For 
your personal security —and your country’s— 
why not invest in them regularly! 
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AN ADIRONDACK VIEW 








Annuities get a new income tax treatment 
from January 1, 1954, on. That is in Wash- 
ington—but not yet in Albany. Albany got 
all tangled up with 2¢ more on gasoline, the 
10% tax deduction, and the 1% lower rate 
on the U. B. tax. 

The new annuity tax hair-do is all very 
simple. You do as follows: 


1. Find the January 1, 1954 (or later) 
cost—or balance of cost not yet re- 
ceived tax free. 

. Find in the Regulations the appropri- 
ate table of expectancies—a reading 
glass is a part of every modern CPA’s 
office equipment. It’s a Table of Mul- 
tiples, not Expectancies,—how can we 
be so inexact in our words! 


io) 


wn 


. Multiply the amount of the annuity by 





the multiple in #2. And remember that 
the word “annuity” is a brother to the 
word “annual”, 


— 


. Now divide the cost by the expected 
return. This gives you the percentage 
of income to be excluded. 

. Apply this percentage to the amount of 
the annuity received during the year. 
This is the amount excludable. 


wn 


Subtract this amount excludable from 
the amount of annuity received and 
there is the answer—the amount of 
taxable income. 


6. 


Comparatively simple, is it not? Cer- 
tainly, quite simple compared to making out 
1 1954 Form 1041 Fiduciary return. 


Perhaps it would be simpler if the “mul- 
tiple’ was a “divider” and you divided it 
into the cost and landed in one step at the 
amount of the tax free annuity income. 
Well, you can do this to check the accuracy 
of the Washingtonian method. 

The real problem is—how to get to own 
these annuities. ‘They are nice things to have 
when folks start to refer to you as—The 
Old Man 

Leonarp HovucutTon, C.P.A. 
“Adirondack Chapter” 
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the KNOWN factor 


Ask people what the “unknown factor” is 

and you get a variety of answers... 
everything from “what goes on behind the 

iron curtain” to Einstein’s theory of relativity. 
Mention the “KNOWN Factor” to CPA friends 
these days and a surprisingly large number 

say, “Thats FORTUNE FACTORS, Inc.!” 
Over the years we’ve become known to many 
in the accounting profession for the skilled way 
in which we help their clients. For example... 


FORTUNE provides Personalized Service. 


The telephone company’s phrase, 
“person-to-person,” describes the way 

in which we work with clients. 
Business-like methods and friendly interest 
have a way of getting things done. 


FORTUNE provides Fast Service. 

In a Factor-Client relationship, speed 
can often make the difference between a 
season’s profit or loss. We provide 

fast action at all times. 


FORTUNE provides Knowledge. 
Working capital problem? Inventory 
problem? Credit problem? Collection 
problem? You name it... our years of 
business know-how have given us the 
right answers, and they’re always 
available to clients! 


A good Factor to recommend is... 








ors, ine. 


1441 Broadway, 
New York 18, N. Y. 
Wisconsin 7-5600 


A phone call or note to our New Accounts Dept. 
will bring an executive to your office. Confi- 
dentially, and without obligation, of course. 
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Book Reviews 





Fundamentals of Auditing 


By R. K. Mautz. Joun Witey & Sons, 
Inc., New York, N. Y., 1954. Pages: 
x + 443; $6.00. 


This book differs from most other audit- 
ing texts in that it is written primarily for 
the undergraduate student with no practical 
experience. Its nineteen chapters can be 
covered in a single semester course. As 
stated in the preface, “This book is intended 
for use in a first or elementary course in 
auditing at the undergraduate level; it is not 
proposed either as a review or a reference 
work for practicing public accountants.” 

The opening six chapters discuss and illus- 
trate various general matters: Auditing— 
Its Nature and Purpose, Evidence in Audit- 
ing, Basic Audit Techniques, Audit Work 
Papers, Review of Internal Control and The 
Audit Program. The next section deals with 
the methods and procedures used by the 
auditor in the verification of the items ap- 
pearing on a balance sheet and a profit and 
loss statement. This reviewer especially ap- 
proves of the procedure of discussing in a 
single chapter the verification of a balance 
sheet item and its related profit and loss 
item, as, for example, accounts receivable 
and sales, and investments and income there- 
from. 

The final portion of the book discusses in 
detail the problems of internal auditing and 
independent auditing. There is also an ex- 
cellent chapter on report writing. The prob- 
lems at the end of each chapter give the 
student an excellent method of testing his 
knowledge of the topic discussed therein; 
many of these problems were taken directly 
from the uniform C.P.A. examinations. The 
book also contains a short audit case. 

BENJAMIN NEUWIRTH 
New York, N. Y. 


Taxation of Oil and Gas Income 
By Clark W. Breeding and A. Gordon 
Burton, Prentice-HALL, INnc., New York, 
N. Y., 1954. Pages: xii + 340; $15.00. 


The growing importance of the taxation 
of income from natural resources has been 
recognized by the inclusion in the Internal 
Revenue Code of 1954 of a separate sub- 
chapter, Subchapter I, containing special pro- 
visions applicable to such properties. Among 
these natural resources, the group which 
probably concerns more accountants and 
tax practitioners than any other, is oil and 
gas properties. The principles governing the 
taxation of oil and gas income have always 
been of prime interest to the industry ac- 
countant. In addition, numerous general 
practitioners have encountered problems in 


(Continued on page 200) 
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this field as the result of investments by 
clients in oil and gas properties. Such invest. 
ments have become popular with many tax- 
payers, particularly those in the higher in- 
come tax brackets. These taxpayers have 
been motivated in most instances by the 
so-called tax advantages of such types of 
investments. 

There has long existed the need for a 
book which contained more than a bare 
recital of the principles and cases governing 
the taxation of oil and gas income. No 
available volume also provided a_ basic 
Orientation into the nature of the petroleum 
industry, its operating practices and the 
specialized terminology. Without a knowl- 
edge of these, the governing tax concepts 
cannot be clearly understood. The authors 
have, in this volume, produced the much 
needed book. It is authoritative, logically 
presented and well written. Relevant refer- 
ences to the 1954 Internal Revenue Code 
attest to its currentness. It also contains an 
excellent appendix of references and cita- 
tions and a comprehensive 24-page index. 
This volume should prove invaluable to 
everyone interested in the taxation of oil and 
gas income. 

The first chapter contains an introduction 
to the petroleum industry, its geological and 
geophysical background and development of 
oil and gas properties. In Chapter II, the 
various kinds of property interests (mineral, 
royalty, working interest, net profits interest, 
production payment, etc.) are defined and 
explained. The next five chapters are con- 
cerned with the tax consequences of the 
acquisition and disposition of these interests. 
Various methods of minimizing these tax 
consequences are set forth. Chapters VIII 
through XV discuss various income tax prob- 
lems relating to the ownership and opera- 
tion of oil and gas properties. Among the 
problems considered are bottom-hole and 
dry-hole contributions, worthless property 
losses and depreciation (Chapt. VIII) ; geo- 
graphical and geophysical costs (Chapt. IX); 
the election to expense intangible drilling 
and development costs (Chapt. X); deple- 
tion (Chapt. XI); the “property unit” con- 
cept (Chapt. XII); joint operations (Chapt. 
XIII); associations taxable as _ corpora- 
tions (Chapt. XIV); unitization agreements 
(Chapt. XV); and I. R. C. Sec. 270 (Chapt. 
XVI). A comprehensive chapter reviewing 
the Canadian income tax principles appli- 
cable to oil and gas properties concludes the 
volume. 

This is a book which experienced oil and 
gas accountants and tax practitioners will 
want to own, but it should also appeal to 
the practitioner with relatively little experi 
ence in the field. For him the introduction 
into the nature and terminology of the in- 
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justry and the clear exposition of the income 
ax problems involved will be of particular 
value. 


New York, N. Y. 


BERNARD BARNETT 


1955 Income Tax Guide 


By S. Jay Lasser. FAwcetr Pustica- 
tions, Inc., Greenwich, Conn. 1954. 
Pages: 192; $.75 

Another entrant in the growing body of 
ids offered the individual taxpayer in the 
preparation of his income tax return is Mr. 
5. Jay Lasser’s paper-back volume issued as 
ne of Fawcett Publication’s How-To Books. 
In order to provide a systematic basis for 
procedure by the uninitiated, Form 1040 is 
divided into 21 segments, or “steps”. Each 
step is then discussed and illustrated in 
sequence. Useful inclusions in a special sec- 
tion at the rear, in addition to a completed 
return, are “Tax Tips”, pointing up tax- 
minimization procedures, and a set of record- 
keeping forms for 1955, in which the tax- 
payer may accumulate data of significance in 
reporting for the current year, such as com- 
pensation received during periods of absence 
irom work because of sickness or personal 
injury, which might otherwise be overlooked. 
The organization of material is logical, 
the language and illustrations relatively clear. 
lt is to be hoped that more widespread 
utilization of materials of this sort by tax- 
payers who “fill out their own” will be help- 
ful in reducing the percentage of error in 
such returns. 

Sot S. BucHALTER 


New Rapid Tax Depreciation: How 

to Use It Profitably 

3y Willard F. Stanley. Prentice-HALt, 

Inc. New York, Y., 1955. Pages: 

vit153; $15.00. 

The author of “New Rapid Tax Depre- 
ciation” has written a most exhaustive trea- 
tise on his subject, dealing in turn with the 
lax, accounting, financial and economic as- 
pects of the methods of depreciation newly 
ed by the 1954 Internal Revenue 
Code. 

The most important feature of the book 
is the part that endeavors to assist the tax- 
payer in deciding whether or not to adopt 
the rapid depreciation methods. The author’s 
general conclusion is that most taxpayers 
will benefit from their adoption for tax pur- 
poses—though not necessarily for corporate 
accounting purposes. This reviewer heartily 
endorses such a finding as I am of the be- 
lief that practically every eligible taxpayer 
should make this choice. 

But, while right in its main conclusion, the 
volume under review seems subject to some 
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Account provides security of principal, 
availability and reasonable return. (Sav- 
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or write Edgar R. Tostevin, Vice-President, or visit 
any of our three convenient Savings Centers. 
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criticism. In general, the treatment is 
necessarily complicated, detailed and lengthy 
There comes a point at which further eb 
culation, further example and further agree! 
ment obscures rather than clarifies. ; 


A particular place where there is lack 9 
complete clarity is in the author's calcul 
tions of how much higher future income ta 
rates would have to go, in the years whe 
depreciation is reduced by the new methods 
to offset the advantages of deferring the 
payment of taxes. Is the “assumed cost of 
money” used therein before taxes or after 
taxes? If the former, I cannot check hig 
answers. If the latter, then the assumptid 
is rather unrealistic when the tax rate i 
97%. ! 

It is disappointing not to be able to a¢ 
cept these figures without reserve as they 
would—if clearly valid—constitute a powel 
ful refutation of the most prevalent argue 
ment against rapid depreciation. 

Another weak spot is where the author 
deals with the argument that faster dé 
preciation may be inadvisable because the 
initial tax saving may, cause the taxpayer 
to refrain from borrowing money only {0 
have to borrow it some time in the futurél 
at higher than today’s interest rates. This 
is equivalent to saying that. it may be 
wise to reject the interest-free use of money 
(an unquestioned boon) because it gives the 
user a freedom of choice and he may ex- BL 
ercise that choice wrongly. Instead of de- 
molishing this argument as being utterly ] 
specious, the author “appeases” it by com- 
puting how much future interest rates would 
have to rise to cause rapid depreciation to 
have been an unsound choice. 

In his volume, Mr. Stanley mentions but, 
does not sufficiently emphasize that, in the Ce 
case of a group of assets being consistently 
replaced at the end of useful life, the rapid 
depreciation methods result in a permanent 
tax saving rather than a mere deferral 
Since consistent replacement is typical of 
most industrial assets (identical replacement 
is not necessary), it follows that such a tax 
saving is the typical result. This is a simple 
and convincing argument for the adoption of 
the new methods. In an article in the Oc 
tober, 1954, issue of this magazine, Mr. Ak 
vin Brown showed how to compute the 
amount of the permanent saving (Effect om 
Taxes and Income of the New Tax Allow- 
ances for Depreciation). 

All in all, it is to be regretted that Mnj 
Stanley has not furnished taxpayers with a 
simpler and more lucid—hence more pet 
suasive—demonstration of the usefulness 0 
the new depreciation methods. 
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BUSINESS AND PERSONNEL 
OPPORTUNITIES 


Help Wanted: 20¢ a word, minimum $5) 
Situations Wanted: | 10¢ a word, minimum $24) 
Business Opportunities: 15¢ a word, minimum $j, 
Box number, if used, counts as three words, 
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HELP WANTED 


Part-time advanced accounting Theory 
and/or Taxation instructor for New York 
evening school on post-college graduate level, 
Fine opportunity for qualified individual pos. 
sessing required knowledge and teaching ex. 
perience and willing to spend necessary time 
on studying and preparation. Box 838, New 
York C.P.A. 


BUSINESS OPPORTUNITIES 


Mail and Telephone Service: Desk provided 
for interviewing. $6.00 per month, Directory 
Listing. Modern Business Service, 505 Fiftl 
Avenue (42nd Street). 


Attention Mr. Accountant 


Save Time, Money and Energy! TAX RE- 
TURNS REPRODUCED in Form Accept. 
able by Federal and State. REPORTS 
TYPED Accurately and _ Attractively! 
Thoroughly checked. LILLIAN SAPA- 
are 501 Fifth Avenue, MUrray Hil 
2-5346. 
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Write giving full particulars regarding 
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BUSINESS OPPORTUNITIES 


CP.A., 35, interested in purchasing part or 
aitire practice’ in Nassau or Suffolk County. 
Box 840, New York C.P.A. 


Canadian Representative 
Toronto firm of Chartered Accountants de- 
sires association with United States firm 
having present or prospective clients in On- 
trio. Ward, Buckley & Co., 28 Duke Street, 
Toronto 2, Canada. 











Ofice facilities available with established 


practitioner, Wall Street area. Possible 
future association. Box 842, New York 
GPA. 





Share Office 
CPAs presently seeking space prestige mid- 
town location desire meeting another firm 
willing to share office and secretarial service. 
Budgeted from $250.00 to $350.00 per month 
each firm for space and services. MU 3-6271. 


NEW YORK, SOUTHERN ULSTER 
COUNTY. Will sell modest certified prac- 
tice, situated ninety miles New York City. 
Box 843, New York C.P.A. 


SITUATIONS WANTED 


Work At Home 
‘omptometrist —own machine. Diversified 
experience with C.P.A. specializing inven- 
tories. Will pick up, deliver. Lillian Young, 
NA 8-8884. 


TAX ACCOUNTANT, per diem or full 
lime, five years Internal Revenue Agent 
(Examining Officer), Illinois C.P.A., Box 
89, New York C.P.A., or UNderhill 3-6125. 


CP.A., 40, 20 years diversified public, seek- 
ing part-time or per diem work. Will con- 
sf sy or private office. Box 844, New 
ork C.P.A. 
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(Cones ss seems to be determined 
upon retroactive repeal of Sec- 
tions 452 and 462 of the 1954 Internal 
Revenue Code. These are the provi- 
sions that only a few months ago were 
hailed on all sides as a great step for- 
ward in bringing tax accounting into 
line with good accounting. They per- 
mit setting up of expense reserves and 
deferment of prepaid income so that 
costs and revenues may be properly 
matched. 

What, then, is disturbing Congress? 
Two justified fears—effect on the rev- 
enue in the transitional year, and the 
scope of the provisions getting out of 
hand. However, cyanide is somewhat 
extreme when castor oil is all that is 
needed. 

The revenue situation can be taken 
care of by a stretch-out arrangement 
for the expense reserve deduction, just 
as is done with the ten-year stretch- 
out of past service costs on pension 
funds. The scope problem can be 
automatically eliminated by giving the 
government the final say, just as is 
done with the regulations on consoli- 
dated returns. 

Strong language has been used in 
reference to Sections 452 and 462. 
Words like loophole, windfall, double 


deduction, and blooper, have been 
tossed about. None of these is in 
order. No income escapes tax. No- 
body gets a deduction twice. The 


problem is really how best to get a 
deduction once. 

What is involved, and all that is 
involved, is when items are reported, 
not whether they are reported. Deduc- 
tions that should have been allowed 
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in the past have not been allowed. At 
present this is corrected by the bunch- 
ing of deductions in one year. That 
is typical of the transitional problem 
in every important step in progress. 
However, since it is now believed that 
the revenues can’t stand such sharp 
adjustment, the obvious answer is to 
soften the transition by a stretch-out 
arrangement. 

To deal a death blow and go back to 
the past is not inviting. Up to 1954, 
if a businessman, in a financial state- 
ment to his bank, showed the same in- 
come as he had sworn to in his income 
tax return, he could wind up in jail. 
Suppose, for example, he owned a 
piece of real estate, and on December 
31 collected five years’ rent in advance. 
In his tax return, he had to report 
the entire collection as income for that 
year. If he told stockholders or credi- 
tors that any part of the money was 
income for that year, he would be 
speaking falsely. 

The expense side of the transaction 
then created another discrepancy be- 
tween his financial statement and: his 
income tax return. The expenses of 
maintaining the building wete deduc- 
tible only as incurred during the five- 
year period. That meant that our tax- 
payer not only inflated the income -.of 
one year by having to report advance 
collections of five years, but was also 
reporting deductions in each of the five 
years for expenses with no offsetting 
income. 

That’s: what. Sections 452 and 462 
do away with. There is no gift or 
windfall. The only problem is the 


(Continued on page 251) 
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HE federal Internal Revenue Code 
of 1954 permits the practical plan- 
ning of many business readjustments 
and transactions which some business 
men have desired for many years, but 
which were not deemed practical be- 
cause of the substantial income tax 
liabilities which might have resulted. 
Unquestionably, many accountants and 
attorneys will be exploring the methods 
now available for achieving those re- 
adjustments which have become feas- 
ible only since the adoption of the 
1954 federal Code. In our enthusiastic 
desire to make use of these new tools 
of tax planning, we must beware of 
collateral disadvantages of such tax 
plans, and the possible amount of New 
York State income and franchise tax 
liabilities which might result from 





AvtBert R. Dworkin, C.P.A. 
(New York and New Jersey) is a 
member of our Society and the 
American Institute of Accountants. 
He is also a member of the New 
York Bar. 

Mr. Dworkin is a graduate of 
New York University and Ford- 
ham University, School of Law. He 
is a member of a prominent New 
York accounting firm. 

This paper is based upon an ad- 
dress made by him at a technical 
meeting of the Society held on De- 
cember 1, 1954, at the Engineering 
Societies Building, under the aus- 
pices of our Committee on State 
Taxation, of which he is a member. 
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New York State Tax Pitfalls in Federal 
Tax Planning in the Light of the Federal 
Internal Revenue Code of 1954 


By Avsert R. Dworkin, C.P.A. 


Taxpayers desirous of utilizing some of the new tools of tax plan- 

ning afforded by the 1954 Internal Revenue Code would do well 

to study the possible concomitant disadvantages under the New 

York State Tax Law. This article discusses some of them in con- 

nection with the Code provisions dealing with corporate organiza- 
tions and reorganizations 


some of the possibly contemplated 
transactions will be elements meriting 
consideration. 

The following material is intended 
to illustrate some of the New York 
State tax aspects which might affect 
the planning for transactions designed 
to take advantage of certain of the 
new provisions dealing with corporate 
organizations and reorganizations con- 
tained in the federal Internal Revenue 


Code of 1954. 


We hope that recommendations sub- 
mitted by your Committee on_ State 
Taxation for amendment of the New 
York Tax Law to conform the New 
York statutes to the federal treatment 
of similar transactions will be en- 
acted into law in the near future. Such 
modification providing parallel treat- 
ment under the New York and fed- 
eral statutes would eliminate many of 
the pitfalls and problems outlined later 
herein, but until such modification of 
the Tax Law is effectuated, the follow- 
ing points of difference between the 
two bodies of tax law would appear to 
merit consideration. 

For convenience, this subject matter 
will be divided into several classifica- 
tions. 


Corporate Organization 


Tax-Free Incorporation of Indi- 
vidually Owned Business 
or Property 


In this field, New York State had 
adopted most of the old federal rules 
of the Internal Revenue Code of 1939. 


April 
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New York State Tax Pitfalls in Federal Tax Planning 


Two points of difference have been 
that, under the old (and new) federal 
rules, unrealized gain on installment 
obligations transferred to the corpora- 
tion are deemed to be realized on the 
transfer, whereas New York State had 
no such provision; and New York has 
had a provision under which any prop- 
erty, other than stock in trade, trans- 
ferred tax-free to a corporation but 
disposed of by the corporation within 
six months of the transfer would be 
deemed to have been the subject of a 
taxable disposition by the transferor. 

The new federal Code adds a further 
lifference in that if property subject 
to a liability in excess of its tax basis 
is transferred tax-free by the sole 
owner to a corporation, gain will be 
recognized to the extent of the excess 
of (1) the liabilities subject to which 
the property is transferred (or which 
are assumed) over (2) the adjusted 
tax basis of the property. The New 
York statute is silent on this point. 


Tax-Free Transfer of Property to 
Corporations by More Than 
One Transferor 


All of the differences enumerated 
above in the cases of a single trans- 
feror would also apply in this situa- 
tion. In addition, New York retains 
the old federal rule that to qualify as 
a tax-free transfer by two or more 
transferors, the stock or securities re- 
ceived by each transferor must be sub- 
stantially in proportion to his interest 
in the property prior to the exchange. 
Under the new federal rule, such 
maintenance of proportionate interest 
is no longer necessary. Thus a trans- 
fer tax-free under the new federal rule, 
under which proportionate interests 
are not maintained by the transferors, 
would constitute a taxable transfer 
under the New York law. 


Corporate Reorganizations 


Statutory Mergers and 
Consolidations 
The New York Tax Law imposes 
certain increased taxes on some cor- 
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porations which are parties to, or 
result from, statutory mergers and 
consolidations, tax-free under the fed- 
eral Internal Revenue Code of 1939. 

Real estate corporations subject to 
the generally low franchise tax under 
Article 9 of the Tax Law are subject 
to an additional tax of 2% of their 
realized and unrealized surpluses at the 
time of any merger or consolidation. 
Furthermore, upon merger or consoli- 
dation with another corporation, a real 
estate corporation which previously 
qualified for the generally favorable 
franchise tax rates provided in the case 
of Article 9 corporations might be- 
come engaged in activities not permit- 
ted to Article 9 corporations; in which 
case, by virtue of the activities of the 
amalgamated entity, the real estate cor- 
poration status would be lost and the 
2% tax on surplus would become ap- 
plicable and thereafter the heavier 
business corporation franchise tax 
rates would apply. 

The new federal Code allows tax-free 
treatment in the case of a merger or 
consolidation of an existing company 
with a subsidiary of the corporation 
whose stock and securities are issued 
in return for the previously outstand- 
ing stock of the merged (acquired) 
company. Since New York has not yet 
adopted a comparable provision, the 
stockholders of the merged (acquired) 
company who receive stock of the par- 
ent company in exchange for their pre- 
vious stockholdings pursuant to such a 
transaction would definitely appear to 
realize gain or loss recognized under 


the New York Tax Law. 


Acquisition of Substantially All of 
the Assets of a Corporation for 
Voting Stock 


The new federal Code allows tax- 
free'treatment on an acquisition of not 
less than 80% of the property of a 
corporation for voting stock, even 
though up to 20% of the properties 
are acquired for other consideration. 
Under the New York statute, the old 
federal rule applies and unless the sole 
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consideration for the acquisition of 
substantially all the assets of the com- 
pany acquired is the issuance of voting 
stock (and possibly the assumption of 
liabilities), the transaction will be a 
taxable transaction for purposes of the 
New York income tax. 


Acquisition of 80% of All Classes 
of Stock of a Corporation Solely 
for Voting Stock 


A possible New York State tax pit- 
fall in the case of this type of reor- 
ganization under the old federal Code 
is the possible change in franchise tax 
status of the acquired company if the 
company acquired had previously been 
classified as an Article 9 (real estate) 
corporation, and any substantial part 
of its property is utilized by the 
acquiring corporation. Under such cir- 
cumstances, the company acquired 
would become reclassified as a business 
corporation, and would become liable 
for the additional franchise tax of 2% 
of its realized and unrealized surplus, 
and thereafter the earnings from its 
real estate would be subjected to the 
probably higher rates of franchise tax 
applicable to business corporations. 

The new federal statute expressly 
authorizes as a tax-free transaction 
the acquisition by a corporation of a 
sufficient amount of the stock of an 
existing corporation to bring its pre- 
viously held stock up to 80% of all 
classes of stock. Since the state statute 
corresponds with the old federal stat- 
ute, and there is considerable doubt 
that this new federal statutory provi- 
sion represents simply a codification of 
the old federal rule, it would appear 
that for New York State purposes the 
acquisition by a corporation of less 
than 80% of the stock of another cor- 
poration in a transaction tax-free un- 
der the new federal Code, would not 
be considered tax-free for New York 
State income tax: purposes. 


Split-Ups of Corporations 


Under the old federal Code, and the 
existing New York statute modeled 
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after the old federal Code, the trans- 
fer of part of the assets of a corpo- 
ration for business reasons to each of 
two or more new corporations, fol- 
lowed by a pro-rata distribution of 
the stock of the new corporations to 
the stockholders of the existing cor- 
poration and the dissolution of the 
existing corporation, was deemed a 
tax-free reorganization. This type of 
transaction has been termed a “split- 
up” by many writers. 


The new federal statute, however, 
permits recognition of such a trans- 
action as a tax-free reorganization 
even though the stock and securities 
of each of the new corporations are 
not distributed pro-rata to the stock- 
holders of the old corporation. It 
would appear that since the New York 
statute is modeled after the old fed- 
eral statute, unless the stockholders of 
the old corporation continue to have 
a substantial proprietary interest in 
each of the new corporations, such a 
non-proportionate split-up would not 
be tax-free under the New York in- 
come tax law. 


The new federal Code appears to 
possibly restrict this tax-free split-up 
type of transaction, in that it requires 
that each of the new corporations con- 
duct a business which has been con- 
ducted by the old corporation (or cer- 
tain predecessors) for not less than 
five years. Thus, some types of split- 
up transactions which possibly would 
have been tax-free under the old fed- 
eral statute, but would not now be 
tax-free under the new federal sta- 
tute, would continue to be tax-free 
reorganizations for purposes. of the 
New York State income tax statute. 


Split-Off Transactions 


The possibly diverse treatment of 
the “split-off” type of reorganization 
under the federal Code as compared 
with the New York Tax Law, would 
appear to be generally similar to that 
indicated above in the case of the 
“split-up” type transaction. 


A pril 
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New York State Tax Pitfalls in Federal Tax Planning 


Spin-Off Transactions 


This currently popular type of 
transaction would appear to have a 
very substantial possible New York 
tax pitfall, in that the full value of 
the securities received might well be 
considered a taxable dividend for New 
York State income tax purposes. 

The “spin-off” may be illustrated as 
follows. An existing corporation al- 
ready has a subsidiary in which it 
owns at least 80% of the capital stock, 
or transfers property to a subsidiary 
taking at least 80% of the capital 
stock. The corporation then distrib- 
utes to its own stockholders (as a 
dividend) stock constituting not less 
than 80% of the outstanding stock of 
the subsidiary. Such distribution need 
not be accomnanied by any action in 
any other manner altering the capital- 
ization of the distributing company. 

The 1939 federal Code treated such 
a transaction as a dividend, to the ex- 
tent of the available earnings and 
profits of the distributing corporation. 
The New York statute is modeled 
after the old federal Code and would 
presumably continue to treat such a 
transaction as a dividend. Under the 
1954 federal Code, if the corporation 
o “spun-off” to the distributing cor- 
poration’s stockholders conducts an 
active business which has been 
so conducted for a period of five 
years by the distributing corporation 
(including certain types of predeces- 
sors), and the distributing corporation 
itself continues to conduct an active 
business which had similarly been con- 
ducted for five years, the distribution 
would not be a dividend but would be 
equivalent to a reorganization trans- 
action, i. e., tax-free. , 

The 1954 federal Code permits a 
tax-free distribution of stock consitut- 
ing not less than 80% of all classes of 
stock of the distributed corporation in 
a non-pro-rata distribution to certain 
groups of stockholders. If the active 
business tests are met, and the trans- 
action does not appear to be merely 
a device for the distribution of earn- 
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ings, no federal income tax may be 
imposed on the distribution. It would 
appear that for New York income tax 
purposes, the transaction should be ex- 
amined and if in essence it constitutes 
a distribution essentially equivalent to 
the receipt of a taxable dividend by the 
recipient stockholders then the full 
amount of the distribution. should be 
taxed as dividend income. On the 
other hand, if it appeared to repre- 
sent the equivalent of a sale or liquida- 
tion of part of the stock of the re- 
cipient stockholders in the distributing 
corporation, then it would appear that 
the provisions of the New York in- 
come tax law dealing with taxable 
sales and_ liquidation distributions 
would apply. 


Continuing Tax Effects 


It might be noted that the merger 
or consolidation of two corporations, 
both liable to New York State for 
franchise taxes, might result in an 
annual franchise tax liability by the 
resulting company -greater in amount 
than the aggregate’ of the franchise 
taxes otherwise payable by the con- 
stituent companies. In -general, -the 
merger of a company having. a high 
rate of earnings and a low New York 
allocation percentage (based on re- 
ceipts. pavrolls, and assets allocable to 
New York State), with another cor- 
poration having a low rate of earnings 
but a high New York allocation per- 
centage would result in the allocation 
of a greater aggregate amount of _net 
income to New York State operations, 
under the workings of the allocation 
formula described in the New York 
franchise tax statute, than the aggre- 
gate of the portions of the earnings of 
each of the separate companies which 
had previously been allocated to New 
yi ork. 

Conclusion 

The foregoing enumeration is_ in- 
tended merely to point out certain of 
the troublesome New York State tax 
questions that may arise as collateral 
effects of transactions designed ‘’to 

(Continued on page 216) 
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Take Your Eyes Into Account 


By SAMUEL Gartner, M.D. 


The nature of an accountant’s work is such as to require him to 

give his eyes especial care and consideration. This paper considers 

briefly, and in non-technical language, some of the common causes 

of eye strain and bad vision, as well as the means of correcting 

them. The use of bifocal glasses and sun glasses is also discussed, 
and the elements of routine eye care are pointed up. 


tt heed eyesight is invaluable to the 
accountant. Its protection and 
proper use is therefore worthy of his 
constant care and consideration. The 
eye problems of an accountant are not 
peculiar to him alone, but are similar 
to those of all people his own age who 
do a great deal of close work. Indeed, 
the habits and special requirements of 
those who work in this field merit 
special study and attention. 

The common causes of eye strain 
and bad vision are defects of the eyes 
and poor illumination. Both can be 
corrected, in most cases. 


Poor Illumination 


Let us consider illumination first, as 
that is more easily controlled. .Com- 
fortable vision can only be enjoyed 
under good lighting conditions, and 
good illumination is inexpensive com- 
pared to the resulting benefits of com- 
fort, speed, and accuracy. 





SAMUEL GarTNER, M. D., 
I.A.C.S., is a Diplomate of the 
American Board of Ophthalmology 
and a Fellow of the American 
Academy of Ophthalmology and 
Otolaryngology. He is Attending 
Ophthalmic Surgeon at Montefiore 
Hospital, and Assistant Ophthalmic 
Surgeon and Assistant Ophthalmic 
Pathologist at New York Eye and 
Ear Infirmary. Dr. Gartner is en- 
gaged in the practice of ophthal- 
mology in Bronx County, New 
York City. 
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Daylight is our most pleasant source 
of illumination. However, it is not 
freely available in most offices during 
all the working hours, so it usually be- 
comes necessary to provide artificial 
light. When improperly used, this may 
create many visual problems. 

Glare is light that is wrongly di- 
rected at the eye instead of upon the 
object to be viewed. Good lighting 
requires a freedom from glare. It can 
be minimized by providing sources of 
diffused light that are above the eye 
level. One should avoid using sharp, 
small sources of bright light and, in- 
stead, should disperse the light with 
frosted bulbs, shades, and_ indirect 
lighting. 

Reflected light can be annoying and 
cause glare. Glass-top desks and glossy 
paper dazzle you. This can be avoided 
by dull desk tops and by covering the 
areas of reflection. 

The amount of light needed for 
close work varies from 71% to 15 foot- 
candles. This may be increased up to 30 
foot-candles and still be comfortable. 
The organization of these facts into a 
simple, useful formula is not an easy 
matter, since the number of watts rep- 
resenting the light-giving rating of a 
bulb is not directly convertible into 
foot-candles of illumination on your 
book. Other factors affect the result. 
Thus, since the intensity of light 
varies inversely with the square of the 
distance from the source, the distance 
from the light to your desk is an im- 
portant element. Also, the number of 
foot-candles per watt is greater with 
direct lighting, though indirect. lighting 
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Take Your Eyes into Account 


is more comfortable. Jurthermore, 
the color of the walls, ceiling, and 
furnishings affect the amount of re- 
flected light. With light walls. and 
ceilings, more light is reflected, and 
less illumination is needed; with dark 
walls and furnishings more light is 
essential. 

Since most accountants do not want 
to go around with light meters, I 
would suggest the use of a simpler 
rule-of-thumb, namely, use the maxi- 
mum amount of light in the room that 
will still yield a feeling of eye com- 
fort. Do not try to get along with the 
minimum. In addition to room light- 
ing, always have a desk light. For 
good close vision, the lamp should be 
high enough to spread its light evenly 
over the whole work-area. The lamp 
shade is important—it should be high 
enough to spread the light, but the 
bottom of the shade must be low 
enough to shield the eye from the light 
source. The shade should be moder- 
ately opaque so that the glare of the 
light bulb does not go through it. 

The fluorescent lamp provides good 
lighting but calls for a recognition of 
some special considerations since, for 
the same number of watts, it gives 
double the amount of light emitted by 
an incandescent bulb. Fluorescent 
bulbs should not be open unless they 
are on a high ceiling; otherwise, they 
should be shaded from the eye or par- 
tially covered with a grille. Multiple 
bulbs are better than one bulb, as a 
single bulb may ‘iave a flicker that is 
annoying ; with multiple bulbs a more 
uniform light is cast. Fluorescent 
lighting has another advantage, in that 
it does not produce as much heat as 
do the incandescent bulbs. The day- 
light fluorescent bulbs are pleasing to 
most people. 

Blue incandescent bulbs have also 
been called daylight bulbs, but are not 
very popular. Most people feel more 
comfortable with the yellow light of 
the usual incandescent bulb, since the 
blue daylight bulb does not have the 
same spectrum of light as is obtained 
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with actual daylight or the daylight 
fluorescent lamp. 

The visual problems of an account- 
ant are made even more difficult when 
he is required to visit clients’ offices 
where deficient lighting conditions may 
exist. It is up to the accountant to 
arrange for working facilities which 
provide good and sufficient light. The 
small cost of extra light is not to be 
compared with the importance and 
value of his services, and” would add 
tremendously to his working efficiency. 

Defective vision, which is common 
in all periods of life, receives even 
greater benefit from good lighting than 
does the perfect eye, thus providing an 
added incentive for the improvement 
of lighting conditions for people suf- 
fering from visual defects. 


Eye Defects 


No amount of improvement in light 
and working conditions can change the 
defects within an eye. To recognize 
these defects so that their progress 
may be arrested is a prime objective 
in conserving eyesight. A simple and 
valuable means of locating these eye 
defects is by means of careful, periodic 
examinations. 

The eye is a complicated optical in- 
strument. For practical purposes, its 
operation is best understood by com- 
parison with a camera. Thus, it has a 
focusing device or lens which makes 
an image on the sensitive retina. The 
most frequent defects in the focusing 
device are what we term refractive er- 
rors. These are very common but, 
fortunately, they are usually easily 
amenable to correction through the 
use of glasses. With the proper fitting 
of glasses, the vast majority of people 
with refractive errors can be made to 
function as well as if they had ideal 
eyes. Some. such common errors are 
far-sightedness, near-sightedness, as- 
tigmatism, and presbyopia. 

The far-sighted eye is called hyper- 
opic. The eyeball is too short and, 
therefore, the rays of light come to a 
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focus behind the eye. A convex glass 
in front of the eye changes the focus 
to the level of the retina. Glasses are 
often prescribed for far-sighted eyes 
to relieve them from excessive focus- 
ing effort (and the resultant eye 
strain), as well as to clarify vision. 

A near-sighted eye is called myopic. 
The eyeball is too long and the rays 
of light from without the eye are fo- 
cused in front of the retina. A con- 
cave glass of the proper strength brings 
a clear image to the retina. A myope 
of the proper degree may enjoy one 
advantage. He may be able to do close 
work without glasses even in his old 
age. This is only true of a person with 
a moderate amount of myopia. Other- 
wise, he is better off with glasses for 
near work. 

Astigmatism is a refractive error 
due to the shape of the eyeball. A 
normal eye should be perfectly spheri- 
cal. If the eyeball is flattened in one 
direction, it creates a distortion which 
may be corrected with a cylindrical 
type of lens. Astigmatism is a fre- 
quent cause of eyestrain, since the eye 
cannot easily overcome it; as a matter 
of fact, one type of headache has been 
frequently ascribed to uncorrected ‘as- 
tigmatism. 

The eye changes throughout one’s 
lifetime as does the rest of his body. 
However, our habits of work do not 
change as readily. The typical ac- 
countant spreads out his sheets and 
books over a large area of desk and 
glances from one to another. This is 
an easy task for young eyes. How- 
ever, as he gets older, new problems 
arise. The ability of the eye to change 
its focus from distance to near di- 
minishes progressively throughout life- 
time. By about the age of 42, eyes 
that are perfect for distance need read- 
ing glasses for near work. Those who 
need glasses for distance require an 
additional correction for near vision. 
This defect, which is common to all, is 
called presbyopia. It may be corrected 
either with special reading glasses, in 
addition to the distance glasses, or by a 
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combination of the two lenses fused | 


into one and called bifocals. Both 
methods have advantages as well as 
handicaps. 


Bifocal Glasses 


Most accountants will finally accept 
bifocals as the lesser evil. With them 
they can look up and talk to people 
comfortably, look around the room, 
and then go back to their work on the 
desk simply by shifting their gaze to 
the lower segment of their glasses. 
With bifocals their hands are free and 
they do not need to shift glasses all 
day long. 

A period of patient training is 
needed before one really enjoys bi- 
focals. Every accountant has learned 
much more difficult things and should 
easily learn this one, too. To see at a 
distance, one just looks ahead. To see 
near objects, the line of vision is down, 
through the bifocal portion. A large- 
segment bifocal is very useful for the 
accountant, as it gives him a bigger 
reading field. 

Reading glasses are usually pre- 
scribed to provide comfort at a read- 
ing distance of 14 inches. This is ade- 
quate for reading a book or newspaper 
or for sewing and generally suits most 
people, but not the accountant. That 
is too close for him and will not en- 
compass papers scattered over a large 
desk area. Be sure to tell the person 
examining you that you are an ac- 
countant, and show him just how you 
have become accustomed to working. 
For most accountants a reading dis- 
tance of from 18 to 20 inches is pref- 
erable. What each must realize is that 
any specific reading distance may be 
provided through the use of near- 
vision glasses, but that as the eyes 
grow older and their flexibility is lost, 
he must accept the particular distance 
he chooses and not expect an 18-inch 
reading distance glass to be good for 
minute detail either at 10 to 12 inches 
or at 24 inches. 

The wearer should be instructed 
when to wear his glasses, as no one 
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Take Your Eyes into Account 


As a general 


rule covers all cases. 
rule, a high degree of far-sightedness, 
near-sightedness, or astigmatism re- 
quires the continuous use of the cor- 


rective lens. With small errors there 
may be room for discussion, and the 
needs and complaints of each person 
help to determine when he should 
wear the glasses. Presbyopia requires 
the wearing of glasses for close work. 


Sun Glasses 


With the advent of Spring and the 
concomitant increase in outdoor ac- 
tivity, a few words on the subject of 
sun glasses may also be in order. 
Many people not only tolerate sun- 
shine, but love it. In general, those 
with light skins and light-colored eyes 
are less tolerant to sunshine. They 
feel better with sun glasses and may 
wear them to advantage. Sun glasses 
should be worn only in bright sunlight 
and have no place indoors. It is dan- 
gerous to drive at night with sun 
glasses as they obscure essential light. 
There is no sun glass which will selec- 
tively cut down the glare of headlights 
and still be safe. 


There are so many different types 
of sun glasses sold under many names 
that public confusion is the result. 
The exaggeration in some of the ad- 
vertising has not been a help. Inferior 
glasses are, unfortunately, common 
and are sold in a variety of places. The 
best advice is to secure -sun glasses 
from a reputable person, who is able 
to judge the quality of the glass him- 
self. 

Recently green-tinted glass has be- 
come popular and several types of good 
quality lenses are available, which will 
absorb much of the ultra-violet and 
infra-red rays as well as cut down the 
amount of illumination. They can be 
ground in your prescription. Polar- 
oid lenses are a good type, but are only 
useful to those who do not need a dis- 
tance correction as such a prescription 
cannot be incorporated in them. 
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Care and Adjustment of Glasses 


All glasses require simple care in 
that they must be kept clean, straight 
and in good repair. An _ occasional 
visit for the adjustment of glasses is 
very valuable, as it prolongs their com- 
fortable and safe use. Chipped or 
scratched glasses should be replaced. 


It is easier to look through a clear 
window than a dirty one. Fingerprints 
and dust leave their mark on glasses. 
Just as you wash your windows, so 
you can also wash your glasses and 
shine them with a clean cloth. Few 
people seem to think it safe to place 
their glasses under a faucet, but that 
is a fine way to wash them. Use a 
soft cloth which has been soaped; hold 
the glasses by the frames and the 
edges of the lenses, and do not put 
your finger on the- lens. Never place 
your glasses with the lenses down, as 
they may be scratched; always make 
sure that the lenses make no contact 
with the table. When not wearing 
them, it is best to keep glasses in a 
protective case. 


Routine Eye Care 


Re-examination once a year is a 
good routine. It is important to check 
on the health of the eyes at that inter- 
val and, also, to change glasses if 
needed. There are six small muscles 
that control the movements of each 
eyeball. Their activity is very deli- 
cately coordinated and their actions 
must be well balanced to direct both 
eyes at the object to be viewed. The 
eye doctor checks the action and bal- 
ance of these muscles. Some of their 
defects can be overcome with proper 
glasses, others by the inclusion of 
prisms in the prescribed glasses. Some 
few benefit from muscle training and 
eye exercises. 

A complete ophthalmological exami- 
nation does more than simply result in 
the prescription of glasses. It includes 
a study of the eye for all types of dis- 
eases and defects. The earliest de- 


215 








tection of disease is always valuable. 
The eye suffers from its own special 
diseases, such as glaucoma and cata- 
ract. In many cases, systemic diseases 
like diabetes and high blood pressure 
may be the cause of eye trouble and 
their effects found during an eye ex- 
amination. This may lead to a study 
of the entire body, as the treatment 
must be directed at the cause. The 
eye doctors can do much to prevent 
and even cure blindness. 


The accountant should balance his 
life’s activities. So many ride to work 
in the train and read their papers, 
spend the day at their desks, repeat 
the return train-ride with more read- 
ing, and spend what should be their 
leisure in the evening with additional 
close work. Off-season they will read 
a book or watch television. All of 
their day’s activities and many of their 
forms of recreation are based on in- 
tense use of their eyes. The wonder 
is that so many do it and do not mind, 
which is indeed fortunate for them. 


Take Your Eyes into Account 





However, many rebel without realiz- 
ing the basis of their problem. 

A mixed diet and a mixture of ac- 
tivities is a most suitable remedial 
measure. Exercise of other parts of 
the body is stimulating and allows re- 
laxation of the eyes. Good nutrition 
is important to the eye as it is to other 
parts of the body. A well-balanced 
diet is most important and builds re- 
sistance to disease. The vitamins are 
essential. In the New York area short- 
age of vitamins in most adult diets is 
exceedingly rare. Additional vitamins 
should only be taken on medical ad- 
vice. An unnecessary excess of vita- 
mins is often self-prescribed in the 
thought that if a little is good, a lot 
is much better. Actually an excess of 
vitamins may be toxic. 

Good vision can be enjoyed by most 
accountants at a price they can well 
afford. Routine eye examinations, the 
proper use of glasses when necessary, 
good illumination, and the intelligent 
use of the eyes can do much to add to 
their comfort and efficiency. 


New York State Tax Pitfalls in Federal Tax Planning in the Light 
of the Federal Internal Revenue Code 


(Continued from page 211) 


travel over paths newly opened by the 
modified provisions contained in the 
1954 federal Code, and are not in- 
tended to be all inclusive even within 
the limited categories indicated. Since 
the tax payments which may be re- 
quired under the New York State tax 


law may be very substantial, the pos- 
sible potential amount of such state 
taxes might very well be drawn to our 
clients’ attention when we evaluate the 
pros and cons of proposed tax-free 
reorganizations under ‘the new 1954 
federal Code. 
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Current Trends in Accounting—IX 
By Leo RosensiLuM, C.P.A. 


Some Capsules Reflecting Modern Practices 
and Current Problems and Conditions 


Aids to Clients 
How to Interest a Client 


“The way to interest a client in 
what you can do for him,” observes 
L. H. Penney, CPA, of San Fran- 
cisco, “is to show your interest in all 


his problems.” 

In a paper on “The Area and Phil- 
osophy of CPA Services”! Mr. Pen- 
ney offers these suggestions concern- 
ing the specific tasks a well-trained, 
experienced CPA should be prepared 
to undertake for his clients: 1. Re- 
ports Without Opinion; 2. Accounting 
Systems; 3. Budgets; Statistics; Dis- 
cussions of Financial Policies; 4. 
Office Organization and Management ; 
5. Selection and Training of Person- 
nel; 6. Tax Planning; 7. Estate Plan- 
ning; 8. Act as Executor or Trustee; 
9. Act as Arbitrator and Referee; 10. 





Leo RosenBLuM, C.P.A., is Pro- 
fessor of Accountancy at the Ber- 
nard M. Baruch School of Business 
and Public Administration of The 
City College of New York. He 
received the degrees of B.S., M.S., 
and Ph.D., from Columbia Univer- 
sity. Dr. Rosenblum is a member 
of the New York State Society of 
Certified Public Accountants, the 
American Accounting Association, 
and the American Institute of Ac- 
countants. He has contributed to 
accounting and other publications. 
He is engaged in public practice in 
New York City. 














Review Insurance Coverage; 11. Mar- 
ket Analysis; 12, Special Examina- 
tions. 

Mr. Penney advises young indi- 
vidual practitioners : ; 

“T believe that the practicing accountant 
will overcome a large part of any lack in 
experience and will do uniformly better 
work if he will, wherever possible, asso- 
ciate himself with another accountant. . . . 
[—] a partner, or an associate, or a 
sharer of office space, or .. . an employee. 
I have watched two or three men of 
limited experience who discuss their prob- 
lems together come up with more right 
answers than a much more experienced 
man working alone.” 


Recommend Product Diversification 


Whether your client’s business is 
going well or poorly, experience indi- 
cates the desirability of his consider- 
ing possible additional diversification 
of products. Here, for example, from 
the 30th annual report of Burlington 
Mills Corporation, are comments re- 
flecting the desirability of diversifica- 
tion and, for larger companies, decen- 
tralization.? 


“Both sales and earnings for the 1954 
fiscal year show a decrease from 1953 and 
reflect the generally depressed condition 
that existed in the textile industry during 
most of the year.” 


This statement by J. Spencer Love, 
Chairman of the Board, is followed by 
his concession : 


“That we were able to show profit at all 
during 1954 is to a considerable extent 
the result of our program of diversifica 
tion during recent years.” 


On the subject of decentralization, 
Chairman Love states: 


1The California Certified Public Accountant, Vol. XXII, No. 2, November, 1954, 
pp. 8-16. (Based upon a paper before the Sixth Annual Graduate Study Conference at 
Claremont Men’s College, in the summer of 1954). 

2 Burlington Mills Corporation, 30th Annual Report, Year Ended October 2, 1954, 


pp. 4-5. 
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“During the year, increased emphasis 
was placed on decentralization of authority 
and responsibility for subsidiary opera- 
tions .. . [The] Divisions integrate both 
selling and manufacturing responsibilities 
and achieve a more efficient over-all opera- 
tion. As Burlington continues to grow and 
become a more complex company, we are 
convinced that this decentralized method 
of operation will be the most effective.” 


More on the Natural Business Year 


The American Institute of Account- 
ants is distributing a pamphlet called, 
“Do you close your books on New 
Year’s Eve?’”* 

The publication recites the advan- 
tages of the natural business year. and 
the 13-period accounting year; pro- 
vides a chart to help businessmen de- 
termine when their natural business 
years-end; discusses tax regulations, 
how to undertake the change to the 
natural business year, and the advan- 
tages of avoiding a calendar year even 
if the company does not have a natural 
business year; invites correspondence 
concerning suggested natural business 
year closing dates. 

The pamphlet, illustrated with inter- 
esting cartoons, also includes a “natu- 
ral business year determination chart” 
and a form to be used with the chart. 


Operating Ratios 


Robert L. Tebeau, of Dun & Brad- 
street, Inc., discusses “Putting Operat- 
ing Ratios to Work” in the January, 
1955, issue of Credit Executive.* 

He examines the figures of a mythi- 
cal “Dave’s Men’s Shop,” pointing out 
how the operating results of such an 
organization may be compared with 
trade averages. This brief (4-page) 
article is well worth reading. 


Current Trends in Accounting—IX 


Accentuate the Positive 


Look at cost control from a dif- 
ferent angle, suggests Leon C. Guest, 
Jr., controller of Sylvania Electric 
Products, Inc., New York, addressing 
the 23rd Annual National Conference 
of the Controllers Institute.® Instead 
of stressing cost reduction, approach 
the problem positively through elfort 
t “Profit Improvement.” “Profit Im- 
provement” represents “‘a wide variety 
of actions taken throughout the or- 
ganization by everyone, with the objec- 
tive of making that organization more 
efficient from top to bottom—and in- 
creasing its profit by finding better 
ways of doing things.’® 

Illustrations of this profit improve- 
ment effort are pointed out: (1) 
Tighter production scheduling to effect 
reduction of inventories of raw ma- 
terial or work in process; (2) Faster 
depreciation and amortization of cer- 
tain types of equipment; (3) More 
effective purchasing, producing lower 
prices for material or component parts; 
(4) Reducing material costs as the re- 
sult of cooperation between the engin- 
eering and purchasing departments. 
This involves obtaining substitute ma- 
terials, items of different shapes, and 
using different assembly processes; 
(5) Turn over cash faster; (6) Turn 
over receivables and payables faster; 
(7) Try to negotiate reasonable and 
fair prices with customers. 

Constant digging, and open- 
mindedness about new and better ways 
of doing things, bring substantial sav- 
ings,’ observes Mr. Guest.?. He con- 
siders them the common components 
of all efforts at profit improvement. 





8 Obtainable free from the office of the Institute, 270 Madison Ave., New York 16, 


N. Y 


4Vol. 48, No. 1, January, 1955, pp. 12-14, 16 (Reprinted from Dun & Bradstreet, Inc.’s, 


Service, October, 1954, issue). 
5 “Manufacturing Cost Controls,” 


pp. 3-21 of Improving Profit Through Cost Control, 


Vol. II of papers presented at the 23rd Annual National Conference of the Controllers 
Institute (New York, Controllers Institute of America, Inc., 1954, 52 pp.). 


8 [bid., p. 17. 
7 Ibid., p. 18. 
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Current Trends in Accounting—IX 


Real Estate Investments 


Writing in The Connecticut CPA, 
Leo Allen, CPA, provides a case study 
on ‘Investments in Commercial Real 
metate.. 5. 

Noting that the CPA’s diversified 
experience often results in his being 
called upon to assist clients in matters 
of investment policy, Mr. Allen con- 
siders some problems on investment in 
commercial real estate. 

Using as illustration the case of a 
mythical company called Chain Stores, 
Inc., which has selected a site for a 
new unit on which a store building is 
to be erected, this practitioner discusses 
the preliminary financial investigation, 
the problems to be anticipated, the tax 
benefits available under the new Code, 
and similar matters. 


Insurance 

Two papers on Insurance in the 
January, 1955, issue of Cost and Man- 
agement® will aid you in your study 
of clients’ insurance coverage. 

Brenton S. Brown, president of Par- 
sons, Brown, Ltd., Vancouver, B. C., 
writes on “Insurance and Falling 
Profits.”2° He considers the question 
whether more or less insurance is 
needed when profits are falling. What 
will be the effect, he asks, of a large 
uninsured loss on the anticipated 
profits? What_physical or operational 
changes should be made to lower insur- 
ance costs ? r 

Mr. Brown discusses at length the 
principles underlying efficient insur- 
ance programming. 

Kenneth E. Pettijohn, CPA, of Min- 
neapolis, discusses ‘‘The Use of Stand- 
ard Costs in Business Interruption In- 
surance.”21_ He considers the various 


8 Vol. 18, No. 2, December, 1954, pp. 3-5. 


types of business interruption insur- 
ance; points out the information needed 
in the use of standard costs in connec- 
tion with such insurance coverage; 
notes how the information is to be ob- 
tained and how it can be used. 


Mr. Pettijohn also presents work- 
sheets dealing with the computation of 
variances from standards and offers 
some observations on the need for well- 
prepared proofs of loss when claims 
are brought. 


Auditing 
Clients’ Written Representations 


United States 


Joseph George Ehrlicher, CPA, 
writes on the “Value of Client’s For- 
mal Written Representations in Audit 
Engagements” in The Louisiana Cer- 
tified Public Accountant.'* 

He considers these the beneficial 
effects of obtaining clients’ represen- 
tations: 


Production of evidence of auditor’s in- 
quiries. 

Avoidance of misunderstanding between 
auditor and client. 

Reminder to client of his primary re- 
sponsibility for correctness of state- 
ments. 

Possibility of eliciting data not previ- 
ously disclosed or not discoverable by 
independent means. 


But the limitations are these: 


Evidence produced is generally not ac- 
ceptable as to the subject matter of 
the representations but is demonstra- 
tive of the auditor’s inquiries. 


Does not substitute for independent veri- 
fication. 


Does not relieve the auditor of responsi- 
bility except under special circum- 
stances, chiefly in the area of undis- 
closed liabilities. 


9 Official journal of the Society of Industrial and Cost Accountants of Canada, Vol. 


XXIX, No. 1. 


_10Pp, 13-20. This paper was presented before the 1954 Annual Conference of the 
British Columbia Society of Industrial and Cost Accountants. 


11 Pp, 21-29. 


12 Vol. XV, No. 1, November-December, 1954, pp. 21-25. 
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Abroad: Inventory Certificate 


Cecil C. Taylor, chartered account- 
ant, in an address on “Auditing” 
takes issue with a point made by E. 
H. Davison in a lecture before the 
Chartered Accountant Students’ So- 
ciety of London, in February, 1954." 
Mr. Davison had criticized the cus- 
tom of auditors “in obtaining certifi- 
cates from directors and senior officials 
in respect of stock [inventories] 
and other items in the accounts.” It 
appeared to Mr. Davison to be “un- 
fair and inefficient inasmuch as the 
officials are not closely in touch with 
the detail they are required to certify 
and have to rely on their subordinates.” 


Mr. Taylor points out, in comment- 
ing on Mr. Davison’s paper, that the 
determination of the amount of mer- 
chandise on hand, “let alone its valua- 
tion,” might well be “a highly technical 
matter on which an auditor can easily 
be misled.” Accordingly, therefore, ob- 
serves Mr. Taylor, the accountant 

“is forced back . . . on an internal check 

by those who have technical knowledge 

and are in a position of responsibility. 

They may not be in touch with every de- 

tail but they should be able to satisfy 

themselves that their subordinates have 
done the job properly.” 


Mr. Taylor remarks further: 


“T am sure Mr. Davison would think 
little of an auditor who refused to sign an 
audit report because he could not be sure 
that his clerks had properly completed the 
work laid down in the audit programme.” 


Theory of Auditing 


I. H. Davison, the chartered ac- 
countant referred to in the above item, 
also delivered two talks at a seminar 
for students at Incorporated Account- 
ants’ Hall, London, last summer. 
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These provided the basis for an article 
by him in the magazine Accountancy.% 

Mr. Davison points out that those 
concerned with “a satisfactory theory 
and practice of auditing” will be con- 
fronted by these four issues: audit of 
Honesty ; audit of Efficiency; audit of 
Legality ; and preoccupation with self- 
protection. 


As to the first, it is his opinion that 


“highly effective as is the work of the 
auditor, buttressed by statutory backing, 
in reducing the incidence of major frauds, 
it is doubtful whether the annual audit is 
much protection against smaller crimes of 
pilferage and misappropriation.” 
It is his feeling, particularly as to the 
annual audit, that “too much time 
elapses between the auditor’s visits to 
exert more than a small moral effect.” 
The main safeguard, this practitioner 
believes, “is . . . an adequate system of 
internal check, allied, in the large com- 
panies, with a constant internal 
a 
Concerning the audit of efficiency: 
Mr. Davison considers the auditor to 
be at a disadvantage in dealing with 
efficiency in the conduct of business 
affairs. The auditor, he notes, in view 
of his “preponderance of legal, and 
lack of business experience,” finds 
himself disqualified from “pronounc- 
ing on . . . wasteful expenditure or 
unremunerative projects.” But owners 
are “entitled to know” whether their 
ernployees “are performing their func- 
tions efficiently, and a study of audit- 
ing theory and practice with a view to 
evolving methods of giving... [them] 
this information would seem to be 
fully justified.” 


On the audit of legality: 


“much more time is now spent in ensuring 
that the form of the accounts complies 
with the law, even in its most irritating 
and inessential details.” 


18 Summer Course of The Institute of Chartered Accountants in England and Wales, 
held at Christ Church, Oxford, September 11, 1954. Reprinted in The Accountant, Vol. 
CXXXI, No. 4168, November 6, 1954, pp. 477, ff. 


14 [bid., p. 482. 


15“The Theory of Auditing,” Vol. LXVI (Vol. 17 New Series), No. 737, January, 


1955, pp. 10-12. 
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Turning to the subject of the audi- 
tor’s preoccupation with self-protec- 
tion. he states that 


“the practice of obtaining certificates 
[declarations by clients] is of doubtful 
value, both to the proprietors, who might 
fairly expect the auditor to rely on his 
own judgment, and even to the auditor 
himself, who, in some cases which have 
come before the Courts, has appeared to 
obtain certificates, or at least assurances, 
of no value.” 


Finally, Mr. Davison raises this in- 
‘resting question :16 


= 
=~ 


“From the point of view of the ethics 
of auditing, however, the question does 
arise how far the proprietors should be 
expected to go in paying that part of the 
audit fees which is earned in providing 
protection, not for *he proprietors, but for 
the auditor. The cost of his protection is 
quite material, ranging from the expense 
involved in a legalistic approach to the 
accounts to the collection of a considerable 
volume of schedules and papers, reflecting 
all aspects of the accounts, for the audi- 
tor’s own custody. The auditor’s approach 
to his duties should be determined in the 
light of a careful review of the cumulative 
effect of all such personal considerations 
on his professional relations with his 
clients.” 


Punched Card Accounts 


“The Public Accountant and His 
Relationship to Punched Card Ac- 
counting” is the title of an address 
by M. B. Basson, a manager with the 
management advisory services division 
of Price Waterhouse and Co., de- 
livered before the National Machine 
Accountants Association,- New York 
Chapter, on December 13, 1954.17 He 
discussed the auditor’s objective con- 
cerning several of the items on typical 
financial statements. In reviewing cash 
in banks and on hand, for example, 
the auditor should seek: 

“(1) to determine that the cash balances 


as stated in the balance sheet are actually 
on deposit or on hand, and (2) that the in- 


16 Tbid., p. 12. 


ternal controls surrounding cash transac- 
tions provide reasonable safeguards against 
committing and concealing irregulari- 
ties.”"18 
Concerning accounts receivable, the 
auditor will generally request the tab- 
ulation department to run off a tabula- 
tion of open items and prepare state- 
ments to be mailed to customers along 
with the auditor’s request for con- 
firmation. Of course, the actual send- 
ing of the confirmation requests would 
be performed by the accountant him- 
self. 
In testing the inventories record, 
the auditor would seek to establish: 
“(1) that amounts shown as inventories 
are represented by physical goods which 
have been counted carefully, (2) that 
prices applied to these amounts are deter- 
mined in accordance with accepted ac- 
counting principles, (3) that clerical com- 
putations . . . are accurate, and (4) that 
appropriate provision for loss has been 
made for obsolete or defective merchan- 
dise.”19 
In executing the tests, the auditor 
would normally make use of tabula- 
tions prepared by the tabulating de- 
partment. He would ask for runs 
from specific items selected by him 
from among the list of inventory items. 
In testing additions and disposals of 
fixed assets during the period under 
review, the auditor might seek tabu- 
lation runs of these additions and dis- 
posals, as well as lists of the allow- 
ances for depreciation applicable to 
the same groups of assets. In every 
case the auditor will himself select 
the items to be tested so that he may 
satisfy himself that the accounts are 
stated fairly. 


School Audits 
Survey 


Carl G. Orne, CPA, of Oakland, 
California, provides a “Report on 
School Audits” in The California Cer- 


17 Reproduced in The Machine Accountant, Vol. III, No. 6, January, 1955, pp. 8-17. 


18 Ibid., p. 12. 
19 Jbtd., p. 13. 
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tified Public Accountant.*° The report 
was compiled for the Committee on 
Governmental Accounting and Audit- 
ing of the California Society of CPAs. 

Mr. Orne’s paper discusses the 
scope of the California school audit 
program ; the deficiencies found by the 
Department of Finance in auditors’ 
reports; the problems encountered by 
auditors; and the benefits to school 
districts resulting from the new Cali- 
fornia school audit law. 

Readers will be interested particu- 
larly in the problems met by the inde- 
pendent accountants. Fees and con- 
tracts, it appears, were subjects 
productive of “difficulties and contro- 
versies.” In some cases inadequate 
advance investigation of the work 
caused the accountants to undertake 
the work for inadequate maximum 
fees. Turther, “improper planning of 
audits and incomplete preparations for 
the work to be done” resulied in stich 
excess costs. 


Human Relations 


‘Mr. Orne suggests a number of 
ways to improve public relations with 
school clients. He recomraends the 
personal presentation of audit reports 
to the district trustees. Possibly 
county superintendents of schools 
could arrange for countywide or re- 
gional meetings of trustees for discus- 
sion of audit reports. 


Also, 


“the insertion of some complimentary com- 
ments, where merited, in addition to criti- 
cal remarks, will often tend to leave a 
more favorable impression of the value of 
the audit.” 


Iurther, Mr. Orne points out, 


“ 


as the continued effectiveness of the 
school .audit program depends on its will- 
ing acceptance by all parties concerned, 
the importance of a good public relations 
program on the part of the independent 
public accountant cannot be overempha- 
sized. Trustees and school officials alike 
must be shown the benefits they and their 


districts receive from this program. In 
addition to the tangible benefits summar- 
ized . . ., officials should know that the 
independent audit verifies the faithful 
stewardship of public funds entrusted to 
them. They should see that the district's 
operations in such fields as transportation, 
central purchasing, pooling of physical 
facilities, etc., are being subjected to the 
review and advice of an independent out- 
sider. They should understand that their 
certified public accountant can offer them 
general business advisory services not 
normally available to them.” 


Buying a Business 

“Investigations for Purchase” are 
reviewed by Frederick A. J. Couldery, 
chartered accountant, in a recent paper 
in The Accountant. It’s a rash man, 
he says, “who would purchase a busi- 
ness—even upon the basis shown by 
audited accounts—without having a 
professional man to look into the af- 
fairs of the business.” The accountant 
engaged for such purpose is expected 
to present “a comprehensive report 
dealing with many different facets” 
and, notes Mr. Couldery, “if he should 
be rash enough or careless enough to 
include inaccurate or misleading infor- 
mation in this report, may easily find 
himself threatened with a claim for 
very considerable damages.” 

The accountant’s report following an 
“investigation for purchase” should 
consider: the reasons for sale; the 
history of the company; the nature of 
the business; how the operations are 
affected. 

The accountant should also consider 
whether the premises occupied are 
owned or leased; should look into the 
matter of equipment and_ personnel. 
Of course, he should review the ac- 
counts at length. 

Up-to-date information is vital: 
“even though a business, may have been 
prospering for many years prior to the 
last balance sheet, it is possible for 
rapid changes to arise in the period 


9999 


of a few months.’’”” 





20 Vol. XXII, No. 2, November, 1954, pp. 34-38. 
21 Vol. CX XXII, No. 4176, January 1, 1955, pp. 3-6 (Part I of the paper). 
22 Vol. CXXXII, No. 4177, January 8, 1955, pp. 34, ff. (Part IIT of the paper). 
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Mr. Couldery also discusses fixed 
assets, investments, inventories, work- 
in-process, receivables, cash, _ sales, 
purchases, expenses, depreciation and 
taxation. He observes that the valua- 
tion of a business may be undertaken 
on a “net assets basis” or a “net profit 
basis.” However, “perhaps the most 
contentious point is the percentage rate 
at which the capitalization should be 
made, and this must depend upon the 
special circumstances of the  busi- 
ness.”’28 
Mr. Couldery concludes : 


“It may require all [the accountant’s] 

. . knowledge of accountancy, taxation 
and law, and it will certainly tax his in- 
genuity to ascertain the true position of 
the business in all its many aspects.” How- 
ever, “the completed report on a business 
for a prospective purchaser is . . . fre- 
quently a document of which the account- 
ant may be justly proud, and it is not 
infrequently one of the finest products 
possible in which to display his technical 
ability and professional skill.” 


Bank Auditing: 

The Trust Department 

I'rancis E. Whitmer, Vice President 
and Trust Officer of The American 
Trust Company, San Francisco, dis- 
cusses the audit of the personal trust 
divisions of banks in “Trust Depart- 
ment Controls and Audit Procedure” 
in the magazine Trusts and Estates. 


He notes these responsibilities of the 
auditor in checking administrative acts : 


“(1) Be sure a name and number is 
assigned to every new account before it is 
opened, and before assets dre received or 
disbursements permitted; (2) examine 
documentary evidence of each new ac- 
count; (3) check initial inventory; (4) 
examine court accountings, decrees of 
settlement, and decrees of partial or final 
distribution in estates; (5) to place control 
of real property on the records we use 
miscellaneous adjustment entries, and to 
get property off the records a certified 
copy of the decree of distribution .. .; 
(6) check uninvested cash balances; (7) 
follow a strict procedure for the receipt 
and delivery of wills; and (8) use a form 





23 Tbid., pp. 36-37. 


of receipt and release to control the de- 
livery of assets upon. distribution and 
withdrawal.” 


Municipal Auditing 


Robert S. Warner, CPA, Chairman 
of the CPA Section of the California 
Committee on Municipal Auditing, re- 
ported on “Audit Practices of Cali- 
fornia Cities,” in The California Cer- 
tified Public Accountant. The results 
of a questionnaire to 315 member 
cities of the League of California 
Cities were summarized in Mr. War- 
ner’s report. 

Thirteen major questions (subdi- 
vided into several times this number) 
were asked. Among other points cov- 
ered were: the frequency of inde- 
pendent audits of accounts; the .pro- 
cedure of negotiating with account- 
ants for the audits; how the account- 
ants’ names are obtained; whether bids 
or proposals were solicited from inter- 
ested accountants; and the factors con- 
sidered in the selection of independent 
auditors. The “factors” were classi- 
fied as follows: competence; location ; 
availability ; reputation; must be CPA; 
experience in municipal audits; has 
done work in past several years; price; 
recommended by other cities; personal 
acquaintance with council; selected by 
mayor; other factors. 

Further questions included: whether 
the city entered into written contracts 
with the independent auditors ; whether 
the contracts included specifications as 
to the scope of the audit; whether the 
arrangements provided for fixed fees, 
per diem with maximum, per diem 
without maximum, or other bases for 
billing. 

The cities were also asked to indi- 
cate the schedule of per diem rates. 
They reported that for partners or 
principals the range was from $20 to 
$120, “the average” ranging from $52 
to $66, depending on the size of the 
city. The scales for seniors, semi- 


24°Vol. 93, No. 12, December, 1954, p. 1135. 
25 Vol. XXII, No. 3, February, 1955, pp. 12-15. 
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seniors, juniors, and clerical assistants 
were also provided. 

The composition of the auditors’ re- 
ports was also sketched, as well as 
the average dollar fee paid, again re- 
ported by size-class of city. 


Auditing the Management 

In The Accountant, Frederick A. J. 
Couldery, chartered accountant, and 
Allen J. G. Sheppard, economist, con- 
sider the feasibility of an audit of 
management, and some of the features 
which might arise during the course 
of such audit.7¢ 

Even though a normal profit might 
he produced by a company, the profit 
could easily obscure an abnormally in- 
efficient management, they point out. 
There seems ‘to be little difference of 
opinion about the desirability of a 
management audit, but should it be an 
internal audit or an external audit? 
What should be the qualifications of 
an external auditor? To whom should 
the results of the audit be presented? 
How often should the audit take place? 
Should it be voluntary or obligatory? 
These and many other relevant ques- 
tions are considered in the stimulating 
paper. 


Practitioners’ Problems 


Building a Clientele 

The Practitioners’ Forum, conducted 
by Geoffrey H. Ward, chartered ac- 
countant, in The Canadian Chartered 
Accountant,?" asks: ‘Would you like 
to have lots of new clients, build a 
larger practice?” “Would you like to 
know how to get clients?” 

The columnist offers some sugges- 
tions made by D. A. Rose, chartered 
accountant, of Calgary, as the basis for 


Current Trends in Accounting—IX 


increasing a clientele. Here, in sum- 


mary, is the list: 


1. From existing clients: through expan- 
sion of present clients’ business inter- 
ests; through expansion of services 
rendered to clients; recommendations 
by clients. 

. From out-of-town contacts. 

From the legal profession. 

From financial concerns. 

. From a general knowledge of new and 

changing business in your community, 

From the development of staff special- 

ties. 

From having a staff surplus. 

From contact follow-up. 


wn wh 


ON 


Each of these suggestions is dis- 
cussed briefly in the Practitioners’ 
Forum. 


Pitching in for the 
Individual Practitioner 


It is reported that the Virginia 
Society of CPAs has set up a standing 
committee for the continuance of the 
practice of an individual practitioner 
in the event of his prolonged illness 
or death.28 The committee is made up 
of six members elected for terms of 
one to three years, each chapter in the 
Society being represented on the Com- 
mittee.?® 


Rotating Staff Members 
on Assignments 


Of course a staff member who has 
been assigned to an audit a number of 
times will do it more rapidly and with 
less disturbance to the client’s staff 
than a new staff member, but this is a 
“two-edged benefit,” points out Cecil 
C. Taylor, chartered accountant, in his 
article on “Auditing” in The Account- 
ant.°° 


26 “Can Management be Audited? Discussion between a aaa Accountant and an 
Economist,” Vol. CXXXII, No. 4179, January 22, 1955, pp. 87-89 

27 Vol. 65, No. 5, November, 1954, pp. 291-294. 

28 American Institute of Accountants Newsletter, Vol. 5, No. 9, December, 1954, p. 3. 

29 For earlier references to this problem of the ‘sole practitioner which have appeared 
in “Current Trends in Accounting” see Vol. XXIV, No. 9, September, 1954, p. 562 and Vol. 


XXIV, No. 6, June, 1954, p. 391. 


30 Vol. CXXXI, No. 4169, November 13, 1954, pp. 503-506. This is the second and final 
printed installment of an address delivered on September 11, 1954, at the summer course : 
the Institute of Chartered Accountants in England and Wales, held at Christ Chure 
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The auditor “who has become thor- 
oughly familiar with a job’, Mr. 
Taylor opines, “must necessarily have 
lost some of his independence of out- 
look.” He has probably become well 
acquainted with the staff and they are 
on friendly terms; also, “they know 
his ways as he knows theirs.” As a 
result he may find it difficult “to avoid 
a predisposition to accept their views 
and explanations as reasonable.” 

But the new auditor “is likely to be 
a serious inconvenience to the client’s 
staff and must spend extra time in 
acquiring an understanding of the 
peculiarities of the job.” Thus, further 
notes Mr. Taylor, “if the job is a tech- 
nical one this factor can be of great 
importance and may lead to the new 
fauditor’s] . . . ignoring what would 
be a danger sign to someone who knew 
the job well.” 

Of course there are other factors 
to be considered. In a small firm, it is 
generally somewhat difficult to shift 
the auditors about. In a large firm, the 
disadvantages discussed above may 
perhaps be largely overcome through 
careful supervision by principals. 


Lawyer vs. C.P.A. 


This was the heading of an item 
in the “Comment on Business and 
Finance” section of the New York 
Herald Tribune of February 4, 1955. 

The paper reported the reactions of 
j. S. Seidman, president of our 
Society, to comments by Senator John 
L. McClellan (D., Ark.), chairman of 
the Committee on Government Opera- 
tions. The senator had indicated his 
belief that the vacancy in the post of 
Controller General should be filled by 
a lawyer. Mr. Seidman asked whether 
under the same reasoning the Attorney 
General of the United States should be 
aC. P. A. The Herald Tribune noted 
Mr. Seidman’s further comments : 

“Tf there ever was a post that logi- 
cally required an accountant and only 





31 Vol. 48, No. 2, February, 1955, 34 pp. 


32 Tbid., p. 30. 
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an accountant the chief of the General 
Accounting Office, by its very name 
and complicated audit functions, is it.” 

Mr. Seidman’s concession that legal 
questions arise in any business or gov- 
ernment activity was pointed out, as 
was his comment: “but that does not 
mean the lawyer should supplant the 
business man or supplant the account- 
ant as controller.” 

Referring to Mr. Seidman as 
“normally a quiet and sedate indivi- 
dual” and pointing out that he had 
taken umbrage at talk of disqualifying 
Joseph Campbell, Eisenhower nominee, 
from the post of Controller General 
because he is not a lawyer, the news- 
paper quoted Mr. Seidman’s clincher : 
“He [Campbell] should be automati- 
cally qualified because he is a certified 
public accountant.” 


Relations With Other Professions 


CPAs and Credit Executives 


A recent issue of Credit Executive*! 
is devoted to the forum on “The 
C. P. A. and the Credit Executive: 
Their Responsibilities to Each Other 
and to the Business Community,” 
sponsored by the New York Credit & 
Financial Management Association and 
our Society on October 26, 1954, in 
New York City. 

The CPA panelists were Saul C. 
Hertz, Stephen Chan, and Weldon 
Powell, all of our Society. They were 
introduced by J. S. Seidman, our presi- 
dent. 

Among the questions addressed to 
Mr. Hertz was: “Does that [referring 
to an earlier statement] mean that the 
small practitioner not known by credit 
executives could not get credit simply 
on the financial statement ?”’? 

Mr. Hertz responded: 


“[The small practitioner] . . . has to do 
some things that the large practitioner 
does not have to do anymore. He should 
visitcredit men and get them to know 
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that his work is good and that he is quali- 
fied. 

“He should be a member of the New 
York State Society of CPAs, and do all 
the other things that fellows have done in 
the past. That is the reason for these 
forums—that some of us, if we are doing 
the right thing, can pass on our proce- 
dures to other accountants who are com- 
ing up.” 


Mr. Chan was asked: “If credit 
grantors develop a standardized state- 
ment form which includes balance 
sheet, profit and loss statement and 
accountant’s verification, would the ac- 
countants use such a form? 27733 


Mr. Chan responded that such state- 
ment would be welcomed by the ac- 
countant and the client, 


“to be issued annually or semiannually 
to trade, bank and commercial credit 
sources, instead of the frequently over- 
lapping requests and statement forms 
which must now be prepared in certain 
industries. However, it is important that 
any proposed standardized statement be 
approved and used by all the major credit 
grantors and agencies and that the state- 
ment be developed in conjunction with 
one or more representatives of the New 
York State Society of Certified Public 
Accountants. 

“Tt is also suggested (he continued) that 
the statement provide space for either an 
accountant’s opinion, or for a disclaimer 
of opinion, as recommended in Auditing 
Procedure Bulletin 23, published by the 
American Institute of Accountants. 

“To obtain maximum benefit and use 
of such a form, it is necessary that the 
group drafting the form also draft, and 
give widespread publicity to, an instruc- 
tion sheet or booklets similar to that pub- 
lished by the New York Credit Men’s 
Association in 1940, as a result. of the 
work of its Committee on Accountants 
Certificates and the Committee on Coopera- 
tion with Credit Men, of the New York 
State Society of Certified Public Account- 
ants. This booklet indicated the back- 
ground of the subject, the minimum re- 
quirements in preparing a balance sheet 
to be used for credit purposes and the 
type of accountant’s report or opinion to 
accompany said financial statements or 
balance sheet. 

“T do not believe that a credit grantor 
or agency should set itself up as a judge 





33 [bid., p. 28. 
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or reviewer of the type of audit or veri- 
fication made by the certified public ac- 
countant; or that credit grantors should 
send certified public accountants a {form 
on which the accountant is to indicate the 
percentage of verifications obtained and 
the major auditing steps employed. 

“What may be a satisfactory percentage 
of verification in some cases would be un- 
satisfactory in other cases; the profes- 
sional accountant must be the judge of the 
auditing steps required by each engage- 
ment. 

“T believe that the primary aim of the 
credit group should be similar to that of 
the Securities and Exchange Commission, 
namely one of the complete and adequate 
disclosure on the part of the certified 
public accountant. The S. E. C._ has 
printed and distributed regulations deal- 
ing with the form and content of financial 
statements. The accountant who signs a 
certificate or opinion in connection with 
a security registration or annual report is 
presumed to have followed the accounting 
principles set forth on those regulations, 
unless he indicates to the contrary. The 
same reasoning could be applied to the 
proposed credit men’s financial statement 
form. 

“Tn other words, it is not necessary that 
the credit executive cross-examine the 
certified public accountant. But it is im- 
portant that the credit executive be assured 
that a competent and independent C. P. A. 
has examined the financial statements in 
accordance with generally accepted audit- 
ing procedures.” 


A Law School Professor on the 
Lawyer-Accountant Controversy 


John J. Raymond, Professor of 
Taxation at the University of Detroit 
Law School, and a former member of 
the tax department of Price Water- 
house & Co. in the Chicago and De- 
troit offices, writes on the “Relation- 
ship Between Lawyer and Accountant 
in Tax Matters” in The Michigan 
CPA 


The professor is an advocate of 


joint activities on the part of account- 
ants and lawyers in tax matters. He 


believes that “. . . only in very rare 
instances should the preparation of 
the estate tax return be solely the 
work of the accountant or the law- 
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yer.”°5 And he also commented: 
“With respect to the handling of tax 
cases which involve fraud, there is cer- 
tainly no question but that both the 
accountant and counsel must be in the 
case at the earliest possible moment.” 

Dealing with the point “Should an 
accountant or a lawyer prepare and 
present a protest to the Appellate Divi- 
sion, in a pending tax controversy ?” 
he observes: 

It would seem that a protest which in- 
volved solely questions of fact and not of 
tax law could be prepared by either an 
accountant or a lawyer, even though law 
and Regulations need to be cited as an 
incidental faetor justifying the action of 
the taxpayer. Certainly a case involving 
depreciation rates falls in this category. 
Where a lawyer is preparing such a 
protest he should utilize the services of an 
accountant, at least in assembling the data 
and preparation of necessary schedules. 

Where the protest involves questions ‘of 
tax law, such as the interpretation of Code 
sections, the application of Treasury De- 
partment Regulations and Rulings, there 
seems little doubt that such interpretation 
is the practice of law. On the other hand, 
it should .be borne in mind that, in most 
instances, the collaboration of ‘the account- 
ant in assembling evidence and. preparing 
data is most essential. 

Thus, it should be obvious to the meim- 
bers of both the accounting and the legal 
professions, that here again is a situation 
wherein the welfare of the client demands 
joint action. 


Banker-CPA_ Relations 

Stanley E. Shirk, CPA, discussed 
the subject “How a CPA _ Thinks 
Banker and CPA Relations:Can Be 
Improved” before the New York 
Chapter of the Robert Morris Asso- 
ciates in New York, on December 1, 
1954.36 He recommended that bankers 
institute stronger action in requesting 
proper financial data’ from borrowers 
and he thought that CPAs ‘can ‘and 
should do more to make clients 
aware of the credit grantors’ need and 
vigorously pursue this objective while 





35 [bid., p. 24. 


making . . . practices uniform.” 
Accountants, he thought, should con- 
tinue the educational process of indi- 
cating to clients what bankers expect 
in audit reports of borrowers. 

Mr. Shirk also suggested that CPAs 
might aid bankers—if the latter wish 
it—by filling out the forms used by 
banks for the assembling of significant 
financial data and other statistics re- 
lating to the borrowers. If these forms 
were supplied to the CPAs for com- 
pletion, he said, it “would save time 
for . .. [the bankers] and minimize 
.. . [their] problem in classifying the 
various items appearing in the finan- 
cial statements.” 


Reports 
Everyday Language 


Under the heading “Intelligible Ac- 
counts” appears this item in the “Law 
Commentary” section of The Account- 
ants Journal*®’ relating to British. prac- 
tice: 

“Perhaps the most striking change in 
relation to the presentation of companies’ 
accounts over the past half-century, and 
more particularly the last decade, which is 
to be noted is the ever-growing ‘tendency 
towards the utilization of layman’s phrase- 
ology,’setting forth the accounts in narra- 
tive form, as part of the directors’ report, 
instead of merely the traditional two-fold 
tabulation of debits and credits in the 
balance sheet and profit and loss account. 
Reports of directors submitted at annual 
general meetings are nowadays frequently 
accompanied by illustrations and graphs.” 


The “Law Commentary” columnist 
considers the intelligibility of the ac- 
counts to be “a protection for the ac- 
countant” since “it blocks the path of 
the would-be litigant who seeks to 
allege-fraud or even negligence.” 


Long Form 
Tred G. Page, CPA, of Nashville, 


Tennessee, writes on “Comments In- 


36 Bulletin of the Robert Morris Associates, Vol. 37, No. 5, January, 1955, pp. 113-118, 


37 Vol. XLVI, No. 562, December, 1954, p. 359. Se aa 
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cluded in Long orm Reports” in The 
Alabama CPA.*® He devotes his paper 
to reports reflecting the client’s finan- 
cial position and earnings. _ 

Mr. Page suggests these components 
of such report: the address and date; 
introduction; historical information; 
summary of financial condition and 
comparison with preceding year; state- 
ment of funds; comments on various 
asset accounts, liability and capital ac- 
counts and operations. 

In discussing operations, summaries 
should be provided for two or more 
years—both in dollars and percentages. 
Finally, general comments and an 
opinion should be provided. 

Mr. Page cautions against the trans- 
scription of comments from year to 
year, only the figures being changed. 


To Whom Should the 
Internal Auditor Report? 


The question has frequently arisen: 
“To Whom Should the Internal Audi- 
tor’s Report Be Directed?” At the 
1954 Annual Conference of the Ca- 
nadian Institute of Chartered Account- 
ants, it was reported, in summarizing 
the highlights of the technical session 
for non-practicing accountants,®® that 
the internal auditor's responsibility 
should be to the top financial execu- 
tive: since “internal auditing and in- 
ternal control are strictly financial ac- 
counting functions,” only such execu- 
tives would be, by training and experi- 
ence, the proper persons to whom to 
present such reports. 


Among the observations made at the 
technical sessions was the “very prac- 
tical comment . . . that some method 
should be discovered to keep the in- 
ternal auditor at internal auditing only 
and not at specialized problems.” 


38 Vol. V, No. 2, January 1, 1955, p. 8. 


Developments in Reporting Practice 


Professor Mary E. Murphy, CPA, 
outlines the significant developments in 
financial statement preparation in a 
paper on “Experimentation With ['i- 
nancial Statements” in The Chartered 
Accountant in Australia.*® 


Professor Murphy notes these ma- 
jor recent changes: (1) Shift in im- 
portance from the balance sheet to the 
income statement; (2) Elimination of 
pennies in statements; (3) The em- 
ployment of comparative statements; 
(4)Providing combined income and 
retained earning statements; (5) The 
increased popularity of single-step in- 
come statements; (6) The substitution 
of terms like “accumulated earnings” 
(or its equivalent) for “earned sur- 
plus ;” (7) The employment of “stock- 
holders’ equity statements.” Here de- 
tails are provided for capital stock, 
capital surplus, retained earnings, capi- 
tal stock in treasury and other neces- 
sary subdivisions; (8) Additional 
statements and schedules in reports, 
for example, Sources and Disposition 
of Working Capital, Table of Owner- 
ship Equities, and Approximate Dis- 
tribution of Net Assets shown in the 
Balance Sheet; (9) Additional state- 
ments and schedules to describe the 
record of operations of the company. 


Reports to Stockholders: 
“The Comic Book Type” 


At an American Management As- 
sociation Finance Conference in New 
York City last fall,4! M. Dutton More- 
house, manager, Brown Brothers & 
Harriman, Chicago, Illinois, observed 
that some recent attempts to simplify 
corporate annual reports, “of which 
the comic book type of report is the 
worst,” represent an insult to stock- 
holders and do not aid them in under- 
standing the company. 


39 See The Canadian Chartered Accountant, Vol. 65, No. 6, December, 1954, pp. 340-348, 


at p. 348. 


40 Vol. XXV, No. 5, November 20, 1954, pp. 274-283. 
41 AMA Conferenre News. November 3-5, 1954, p. 21. 
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Pictures should not be considered a 
substitute for fact: figures and charts 
are recommended, but the style should 
be simple. 

“Happily,” Mr. Morehouse said, 
“the tendency to load the annual report 
with pictures to the exclusion of 
factual information seems to have died 
aes 


For Staff Members 


Continuing Education 


The CPA, membership bulletin of 
the American Institute of Account- 
ants” reports a trial class of the In- 
stitute’s project on continuing educa- 
tion, designed for staffs of public ac- 
counting firms. The class was con- 
ducted by Claude M. Cox, Jr. of Price 
Waterhouse & Co., of New York, at 
the Graduate School of Business of 
Columbia University. 

Twenty accounting firms in the New 
York area, The CPA points out, were 
invited to send representatives to the 
course. [ight two-hour sessions cov- 
ered the subject of writing long-form 
reports. 

It is expected that the course wiil be 
offered again in May, 1955, and that 
after development it “will provide ma- 
terials to be used as a basis for courses 
throughout the country.” 


“The Accounting Profession 
Suggests” 


This is the title of a booklet pub- 
lished by the Committee on Education 
of the Illinois Society of CPAs in Oc- 
tober, 1954. <A sub-title is “A Sur- 
vey of Current Needs in Accounting 
Training.” ; 

The publication reflects the results 
of a survey undertaken by the So- 
ciety’s Committee on Education to 
ascertain practitioners’ opinions con- 
cerning important phases of educa- 


42 December, 1954, p. 5. 


tional preparation for public account- 
ing. 

The twenty-page pamphlet is most 
informative. Page 2 contains a sum- 
mary statement of general conclusions. 
Accountants believe that beginning 
junior accountants need aid in these 
matters: 1. Written and oral technical 
expression ; acquiring the ability to ex- 
press technical matters in non-technical 
terms; 2. Understanding the differ- 
ences between auditing standards and 
auditing procedures; 3. Comprehend- 
ing and appreciating the purposes and 
procedures concerning internal con- 
trol; 4. Acquiring the technique of 
preparing work papers; 5. Distinguish- 
ing important facts from unimportant 
facts; understanding the significance 
of facts. 

Experience, as in accounting intern- 
ships, is, of course, helpful. 

Juniors, it was also stated, must 
acquire these basic skills: legible writ- 
ing; and facility in simple arithmetic 
when mechanical aids are not available. 

Improvement in professional con- 
duct is needed: deficiencies in personal 
appearance and work habits should be 
corrected. 

Finally, the Committee notes, a 
well-balanced general education and 
ability to get along with others are 
highly desirable. 


Compensation Claim: Verdict for 
Staff Member Hurt on Week-End 
Travel 


The Appellate Division of the Su- 
preme Court of New York State de- 
cided recently** that an accountant 
whose employer paid him: (1) trans- 
portation charges for returning to 
New York City, where the employer’s 
office was located, on week ends, from 
another city in which the accountant 
worked, or (2) the accountant’s hotel 


43 In the matter of the Claim of Walter R. Neville, Respondent, v. Arthur Andersen 
& Co. and Indemnity Insurance Company of North America, Appellants, Workmen’s Com- 
bensation Board, Respondent (135 N. Y. S. 2d 349, 1954). 
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and food bills therefor, if he remained 
in such, other city—whichever was 
cheaper—was in the course of his em- 
ployment when injured in an automo- 
bile accident on returning to his em- 
ployment from New York City, after 
he had stopped en route to visit an 
aunt during a week-end. 

By the decision, the accountant was 
entitled to an award of disability bene- 
fits under the Workmen’s Compensa- 
tion Law, although he was also serving 
a purpose of his own. His outside 
work “created at least a permissible 
necessity for travel, and hence he was 
in the course of his employment even 
though he was also serving a purpose 
of his own.” 

The decision was based upon an ap- 
peal by an employer and its insurance 
carrier from a decision and award of 
the Workmen’s Compensation Board 
to the claimant for disability benefits. 
The issue was whether the claimant’s 
accidental injuries arose in the course 
of his employment. 

On the week-end in question the 
claimant had gone to New. York City 
from Binghamton where he had been 
engaged on an audit assignment. The 
employer’s practice was to pay trans- 
portation charges for the return to the 
city, or the hotel and food bill for the 
week-end, whichever was cheaper. The 
accountant had gone to New York City 
but not to his home at Baldwin, Long 
Island, because he arrived at the city 
so late at night. The next day, and 
without going to his home, he decided 
to return to Binghamton and to visit 
an aunt en route through New Jersey. 
He stopped at Lebanon, New Jersey, 
for that purpose and then resumed his 
journey to Binghamton. While on the 
direct route from New York City to 
Binghamton, he became involved in an 
automobile accident and sustained the 
injuries for which the award of com- 
pensation had been made. 


44 Voi. 33, No. 3, October 1, 1954, p. 119. 


45 Vol. 66,.No. 2, February, 1955, p. 63. 


The Court distinguished the facts in 
the case from Glickman vy. Greater 
New York Taxpayers (305 N. Y. 431, 
113 N.E. 2d 548) and found the cir- 
cumstances more nearly analogous to 
Gottshall v. United Utilities & Spe- 
cialty Co. (275 App. Div. 736, 87 
N.Y.S. 2d 104). 


Professional Examinations 

Tips on Taking the Exam 

W. S. Gilkison, lecturer, author, and 
accounting examiner, offers “Some 
Examination Points” in The Account- 
ant’s Journal (New Zealand)**. The 
candidate should: 1. Know his sub- 
ject; 2. Answer the questions; 3. Set 
out his answer properly; 4. Take noth- 
ing for granted; 5. Plan his time; 
6. Revise his answers; 7. Avoid imag- 
ining that the examiner is against him 
all the time. 


Canadian Chartered Accountants 


The Canadian Chartered Account- 
ant® reports that of the 853 candidates 
who took the 1954 uniform final ex- 
amination in all of the provinces of 
Canada, 447, or 52.4% passed. Of the 
683 candidates who took the interme- 
diate examination, 378 candidates, or 
55.3% passed. , 

It is noted that the range in the per- 
centage of candidates from the various 
provinces who passed the final exami- 
nation was from 0, in the case of 
Prince Edward Island, which supplied 
4 candidates, to 78.9% for British 
Columbia, whence 71 candidates pre- 
sented themselves. The largest group 
of candidates, 318 in all, came from 


Quebec. Of these, 147, or 46.2%, 
passed. 
Nobody Passed this Philippine 
Examination 


The Oklahoma Certified Public Ac- 
countant* reports, based on an item in 


46 Vol. 10, No. 4-5, October-November, 1954, p. 3. 
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the student newspaper of the Univer- 
sity, of the East, Manila, that none of 
the'1163 persons who took the Philip- 
pine CPA examination in December, 
1953, passed. The Oklahoma journal 
comments further: 

“Candidates protesting this action were 
reported as listing these complaints: the 
examination questions were beyond and 
outside of the government approved ac- 
counting curriculum; many questions were 
picked from the latest English and Ameri- 
can accountancy journals; it needed more 
than the time available to answer the-ques- 
tions correctly and completely, etc.” 


Costs 
Cost Cuts 

A recent issue of Business Week* 
includes an item titled “1955: Cashing 
In On Cost Cuts”. 

1955, despite the reduction in pro- 
duction, “was biggest cost-slashing 
year for U. S. manufacturers since 
prewar”, points out the magazine. 
While “the operation was successful 
as to over-all costs, . . . lagging output 
helped keep unit costs up.” However, 
during the current year it is predicted 
that ‘‘manufacturers [will] see the 
payoff”: production will rise again, 
“without the old high costs.” 

This brief article reports where the 
cost cuts were instituted. In some 
cases they were from top to bottom: 
there was “a blueprint by blueprint, 
part by part study by the production, 
design, purchasing, and methods 
people.” In other cases, of course, 
manufacturers “chopped at one partic- 
ular spot’, for example: material 
handling; employment of new ma- 
chines and new plants; inventory re- 
duction; manpower costs in the form 
of unneeded standby and repair crews ; 
freight and material costs. 


” 


Break-Even Point 


Alexander Campbell, chartered ac- 
countant, who is treasurer and comp- 
troller of Western Canada Breweries, 


47 No. 1326, January 29, 1955, pp. 32-33. 


48 Vol. XXVIII, No. 11, December, 1954, 
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Ltd., writes on “The Use of Break- 
Even Point in Policy Decisions”, in 
Cost & Management.** 

Break-even points, he reports, are 
“a tool to enable management to un- 
derstand the interplay and the impor- 
tant relationships of the three factors 
of costs... [viz.,] prices and volume, 
and their effect on profits”. Since 
management cannot “just let things 
happen”, or “wait until the next period 
to find out whether or not there will 
be any profits’, it should be deter- 
mined, well in advance, “what the 
profits should be under then known 
conditions.” 

Mr. Campbell asks whether manage- 
ment knows the answer to “everyday 
management problems” of the follow- 
ing sort: 

(a) What is the effect on profits if selling 


prices are reduced by 10% on 
product “A’’? 


(b) .How much more sales must be secured 
to make up for the price decrease 
of 10%: 

(c) How much can sales drop off before 
showing a loss? 

(d) Is it more profitable to increase prices 
or increase volume? 


(e) How much additional selling expenses 
can be afforded to increase sales to 
plant capacity? 


(f£) If sales exceed plant, capacity, should 
plant be expanded? 


(g) What is the effect on profits if 
capacity is expanded by 25%, and 
what sales increase is necessary to 
offset the cost of carrying the en- 
larged plant? 


A number of illustrations are pro- 
vided. They are designed “to test the 
break-even concept as a practical aid 
to sound management.” Illustrating 
the usability of the break-even concept, 
Mr. Campbell presents and solves a 
problem involving the assumption that 
the reader has been permitted to attend 
a company’s management meeting to 
assist in solving some of the com- 
pany’s current operating and planning 
problems. 

(Continued on page 239) 
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The Supreme Court Revisits Net Worth 


By Boris KosteLanetz, C.P.A. 


The recent decisions of the United States Supreme Court, clari- 

fying and delineating the scope and application of the “net worth” 

theory in criminal prosecutions for income tax evasion, are 
reviewed and interpreted in this interesting paper. 


In four companion cases! the Su- 
preme Court of the United States has 
taken steps to clarify and delineate 
the scope and application of the “net 
worth” theory in criminal prosecutions 
for income tax evasion. For many 
years the Government has been prose- 
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he was an Assistant United States |]. 


cuting numerous defendants for tax 
fraud on the basis of increase in net 
worth. The Supreme Court, however, 
had not made any definitive pronounce- 
ment on the subject since United States 
v. Johnson? in 1943. 


Early Net Worth Theories 


Prior to the October Term, 1954, 
of the United States Supreme Court, 
tax men generally had come to certain 
optimistic conclusions concerning the 
“net worth” theory on the basis of the 
Johnson case, and numerous decisions 
of the various Courts of Appeal and 
District Courts. 

For example, some few conserva- 
tives had held the early belief that the 
“net worth” theory was restricted in 
its application to “gangsters,” “racke- 
teers” and those engaged in “black 
market” operations. This belief had 
some historical support in that net 
worth seemed to have been most fre- 
quently applied in that type of case in 
the early days. Subsequent develop- 
ment cast a doubt on this interpreta- 
tion. The Supreme Court decisions 
have finally laid it to rest. 


More generally, tax men had felt 
that proof of a mere increase in net 
worth was not sufficient to convict un- 
less the Government also proved the 
source of the increase and that the 
source was a taxable one. United 
States v. Fenwick,’ and Bryan v. 


Grateful acknowledgment for assistance in the preparation of this article is extended 
to Jules Ritholz, Esq., Member of the New York Bar. 

1 Holland v. United States, 348 U. S. 121, 99 L. ed. (advance p. 127) (1954) ; Friedberg 
v. United States, 348 U. S. 142, 99 L. ed. (advance p. 140) (1954) ; Smith v. United States, 
348 U. S. 147, 99 L. ed. (advance p. 143) (1954) ; United States v. Calderon, 348 U. S. 160, 


99 L. ed. (advance p. 152) (1954). 
2319 U. S. 503, 87 L. ed. 1546 (1943). 


3177 F. 2d 488, 491-492 (7th Cir. 1949). 
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United States* are perhaps the most 
frequently cited examples of this view. 
These cases required evidence on the 
part of the Government that excluded 
all possible non-taxable sources of in- 
come and which affirmatively showed a 
source which was taxable. This was 
generally regarded as part of the 
broader rule placing the burden of 
proof on the Government in criminal 
cases. It is the writer’s belief that the 
rule has been modified but the princi- 
ple remains. 

The showing of a taxable source has 
been held to be implicit in the proof 
of unlawful or other unusual activi- 
ties. This source has been shown in 
black market activities, illegal liquor 
transactions, as well as gambling. 

That the requirement that the Gov- 
ernment prove a taxable source in net 
worth cases was a part of the general 
rule concerning burden of proof is 
illustrated by three Tax Court civil 
cases,> each of which involved the net 
worth method. In all three cases the 
Commissioner relied. on increases in 
net worth and the tax deficiency assert- 
ed by the Commissioner was sustained. 
The fraud penalties, however, were not 
sustained since in the area of fraud 
the burden of proof was held to be on 
the Commissioner, which burden was 
not sustained because of the failure 
to prove a taxable source of income. 

Another prevalent opinion among 
tax men was that the “net worth” 
method had application only to cases 
involving taxpayers who kept no 
books. Accordingly, it has been fre- 
quently argued that proof of increase 
in net worth was inadmissible unless it 
had first appeared that the defendant 


4175 F, 2d 223 (5th Cir., 1949). 





kept no books. This position was 
founded in part on Section 41 of the 
Internal Revenue Code of 1939, which 
stated that net income shall be com- 
puted in accordance with the method 
of accounting regularly employed in 
keeping the books of the taxpayer. It 
followed that where there were books, 
the Government could not substitute 
the net worth method for the method 
employed by the taxpayer. This view 
is also no longer tenable. However, it 
is still true that when there are books 
and records, the burden bears some- 
what more heavily on the Government 
since the element of willfulness which 
may be inferred from a failure to keep 
books is absent. 

Since proof of increase in net worth 
is circumstantial evidence, requests to 
charge the jury in such cases have 
usually centered about the requirement 
that the circumstantial evidence ex- 
clude every reasonable hypothesis 
other than that of guilt.7_ There would 


‘now seem to be little hope of success 


in obtaining a charge expressly requir- 
ing the exclusion of every other rea- 
sonable hypothesis other than guilt. 
Taxpayers must apparently now be 
content with the ordinary instruction 
that the jury be convinced beyond a 
reasonable doubt. Analytically, the ex- 
clusion of every reasonable hypothesis 
other than guilt is probably the same 
standard as proof beyond a reasonable 
doubt, since a finding of guilt beyond 
a reasonable doubt by definition ex- 
cludes any other reasonable hypothe- 
sis. Nevertheless, it cannot be denied 
that the Supreme Court’s standard 
does not emphasize a duty of the jury 
to examine every possible alternative 


5 William L. Drake, 11 T. C. M. 1086 (1952); A. M. Minyard, 6 T. C. M. 1137 (1947) ; 


Thomas Ferrara, 10 T. C. M. 141 (1951). 


6 United States v. Riganto, 121 F. Supp. 158 (D. C., Va., 1954); United States v. 
Williams, 208 F. 2d 437 (3rd Cir., 1954); Remmer v. United States, 205 F. 2d 277 (9th 


Cir., 1953). 


7 United States v. Fenwick, supra, note 3; Bryan v. United Siates, supra, note 4; 
Hanson vy. United States, 208 F. 2d 914 (6th Cir., 1953). 
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to guilt against the yardstick of rea- 
sonable possibility. 

The Supreme Court decisions in 
the four net worth cases were written 
by Justice Clark for the unanimous 
court in three of the cases and with 
Justice Douglas dissenting in the 
fourth.® 

The detailed opinion appears in the 
Holland case in which a husband and 
wife were convicted of an attempt to 
evade and defeat their income taxes 
for the year 1948. The husband had 
been acquitted of two other counts re- 
lating to 1946 and 1947. The Govern- 
ment adduced evidence showing an in- 
crease in net worth from January, 1946 
to December, 1948. 


Net Worth May Be Applied 
Although Taxpayer Keeps Books 


The defendants made the traditional 
argument that use of the net worth 
method should be restricted to situa- 
tions where the taxpayer has no books. 
In addition to the cases, reliance was 
placed on Section 41 of the Internal 
Revenue Code of 1939, requiring com- 
putation of net income in accordance 
with the method of accounting regu- 
larly employed in keeping the books 
of the taxpayer. The Court concluded 
the argument must fail, stating that 
the net worth technique is not a 
method of accounting and its use does 
not violate the mandate of Section 41. 
Rather the method is a means of show- 
ing that defendant’s method of ac- 
counting does not state the truth. 


“To protect the revenue from those who 
do not ‘render true accounts,’ the Govern- 
ment must be free to use all legal evidence 
available to it in determining whether the 
story told by the taxpayer’s books accu- 
rately reflects his financial history.” 


Increases in net worth may show 
that the books cannot be truthful in 
that they do not reflect correctly all 
the transactions for the years involved. 
It would seem that necessity for pro- 
tecting the revenue should require that 


8 United States v. Calderon, supra, note 1. 
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this weapon remain available to the 
Government. 


Establishing the Starting Point 


Taxpayers then argued that the start- 
ing point must be established with ac- 
curacy since the entire computation 
falls if the starting premise is 1n error, 
The Court agreed with the sanctity of 
the starting point, but found that the 
Government had met this requirement 
by means of showing the low standard 
of living of the taxpayers prior to the 
opening date, their poverty and want 
in that period, their income as shown 
on their own income tax returns as far 
back as 1913; their prior business re- 
verses, unpaid debts, chattel mortgage 
foreclosures on essential household 
furnishings as a result of non-payment 
of small balances due, small default 
judgments, the separation of the par- 
ties because of economic need, the 
necessity for the wife to seek employ- 
ment, purchases in the early part of 
the years involved on the installment 
plan, large borrowings, and their own 
extra-judicial admissions. 

On the basis of such evidence, the 
jury could reasonably conclude that 
the large “cache” of money claimed by 
the taxpayer to have been omitted 
from the opening net worth was fic- 
tional and that the taxpayers had no 
assets at that time other than those 
meager few credited to them by the 
Government. 

The Court then considered the duty 
of the Government with regard to 
leads calculated to show non-taxable 
sources for the increase in net worth 
furnished by a defendant prior to trial. 
The decision clearly places a burden of 
negation upon the Government con- 
cerning exculpatory explanations of 
the increase. Presumably this duty will 
apply to leads from whatever source 
although the decision speaks only of 
“reasonable explanations by the tax- 
payer inconsistent with guilt.” It is 
the writer’s belief that no “shifting” of 


April 











the 


tion 
ror. 
’ of 
the 
lent 
lard 
the 
‘ant 
wn 
far 
re- 
age 
old 
ent 
ult 
ar- 
the 
oy- 

of 
ent 
wn 


the 
hat 
by 
ted 
fic- 
no 
ose 
the 








The Supreme Court Revisits Net Worth 


the burden of proof is contemplated 
since the court was anxious to elimi- 
nate “* * * the dilemma, especially 
serious in this type of case, of the ac- 
cused’s being forced by the risk of an 
adverse verdict to come forward to 
substantiate leads which he had previ- 
ously furnished the Government.” This 
is said to be consistent with the Gov- 
ernment’s duty “* * * not to convict 
but to see that justice is done.” Thus, 
said the Court, “When the Govern- 
ment fails to show an investigation into 
the validity of such leads, the trial 
judge may consider them as true and 
the Government’s case insufficient to 
go to the jury.” 

In the Holland case, however, the 
Government’s failure to investigate all 
the leads was held not fatal to the 
prosecution since the Government’s 
evidence overwhelmingly negated any 
effect these leads might have had if 
true. The real problem exists in the 
case of the taxpayer who furnishes no 
leads. In such circumstances, a real- 
istic analysis tells us that there may 
be a question as to how far the Gov- 
ernment has a duty to investigate for 
non-taxable sources of income without 
leads. This question is not answered 
in the holdings of the Court. 


Net Worth Increase Must Result 
From Taxable Income 


Taxpayer then took the position that 
even if there were an increase in net 
worth, the Government must prove 
that the increase resulted from the re- 
ceipt in the years involved of taxable 
income. The mere proof of increase 
in net worth is not proof that a tax 
‘s due. In order to show this, the Gov- 
ernment must eliminate all possible 
non-taxable sources for the increase 
such as gifts, loans, inheritance, etc. 
This, the taxpayer argued, the Govern- 
ment had failed to do. 

While the decision is not completely 
clear, it appears that the Court agreed 
with the underlying principles urged 
by the taxpayer, for it stated: 
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“* # * requisite to the use of the net 
worth method is evidence supporting the 
inference that the defendant’s net worth 
increases are attributable to currently tax- 
able income.” 


and again: 


“Increases in net worth, standing alone, 
cannot be assumed to be attributable to 
currently taxable income.” 


However, it went on to find that the 
hotel owned by the taxpayer provided 
ample possible source for the increase 
and stated that: 


“* * * proof of a likely source from 
which the jury could reasonably find that 
the net worth increases sprang, is suffi- 
cient. 

Thus, where the disclosed business 
of the taxpayers is capable of produc- 
ing sufficiently more income than re- 
ported so as to account for the increase 
in net worth, it is enough to go to the 
jury. On the basis of such evidence 
they can find that the business is in 
fact the source for the increase. While 
on the surface this holding may cause 
tax men some dismay, this need not 
effect a substantial change in existing 
law. 

The confusion is essentially one of 
words and degree, since proof never 
does more than show likelihood or 
capability. Despite these words, the 
degree of likelihood or capability must 
be sufficient so that a jury may find 
as a fact that the increases in net worth 
spring from a source capable of hav- 
ing produced taxable income in a 
quantity sufficient to account for the 
increases. The decision does not say 
that mere proof of a likely taxable 
source is sufficient. It requires that a 
jury find from such proof a taxable 
source in fact for the increase in net 
worth. This is implicit in its statement 
that: 


“* * * proof of a likely source from 
which the jury could reasonably find that 
the net worth increases sprang is suffi- 
cient.” (Emphasis supplied.) 


In the Holland case, the hotel business, 
a taxable source, was proved to have 
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been capable of producing more income 
than was reported and in quantities 
sufficient to account for the increases 
in net worth. The jury apparently 
found it in fact to have been the 
source. 

On this basis it would appear that 
the taxpayer would have been entitled 
to a charge somewhat as follows: 

If you find that there has been an in- 
crease in net worth of the taxpayer over 
and above that which is accounted for by 
reported income, your task does not end 
there. To bring in a verdict of guilty you 
must also find on the basis of evidence 
offered you, that this increase springs from 
a taxable source; that is, that a tax is 
due, because every receipt of funds IS not 
taxable. Now if you find on the evidence 
that the taxpayers’ hotel in fact gave rise 
to unreported income sufficient to account 
for the increases in net worth and if you 
find this beyond a reasonable doubt, then 
you may proceed to consider the question 
of willfulness. 


This, of course, must be followed by 
an instruction on reasonable doubt to 
the effect that the strength of infer- 
ences of guilt from the evidence must 
outweigh the chance of inaccuracy and 
eliminate any reasonable ambiguity al- 
lowing inference of innocence. The 
degree of such inference of guilt must 
be measured against the jury’s experi- 
ence with people and events. A doubt 
is reasonable when it would make one 
hesitate to act on a serious and impor- 
tant affair in one’s life. As must be 
apparent, the difficulty of charging on 
“reasonable doubt” is a persistent chal- 
lenge to the imagination and language 
of the court. 

It would appear that if the law is 
not substantially as urged, some vio- 
lence is done to the principle that the 
burden of proof in criminal cases is 
on the Government. The Court insists 
that the burden remains where it was 

the duty of the Government to prove 
every element of the crime beyond a 
reasonable doubt. A defendant re- 
mains quiet at his peril after the Gov- 
ernment’s case is made in accordance 


9 Supra, note 1. 
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with the foregoing rules, since the evi- 
dence already offered by the Govern- 
ment may convince the jury beyond a 
reasonable doubt. 


Proof of Willfulness 


While willfulness cannot be inferred 
from the mere understatement of in- 
come, where the evidence shows a con- 
sistent pattern of under-reporting large 
amounts of income and the failure to 
keep books or include all the income in 
the books and records, an inference of 
willfulness may be drawn by the jury. 
The difficulty arises in the case of the 
taxpayer who keeps apparently ade- 
quate books and records. May the in- 
ference of willfulness be drawn solely 
on the basis of the increases in net 
worth? Apparently the answer is now 
“Yes,” predicating the inference on the 
consistent pattern of underreporting 
large amounts of income. Yet the pat- 
tern appears solely from the net worth 
evidence itself. The writer is of the 
opinion that this ambiguity will return 
to plague other defendants and will re- 
quire further judicial clarification. 


Taxpayer’s Constitutional Rights 

In the Smith® case an interesting 
light was cast on the insistently grow- 
ing problem of balancing the constitu- 
tional rights of the taxpayer against 
the need for vigorous enforcement of 
the revenue laws. This subject is suffi- 
ciently complex and significant to re- 
quire separate treatment, yet a brief 
reference is here warranted. The tax- 
payer had argued that a net worth 
statement he had signed should not 
have been admitted in evidence because 
it was given with the understanding 
that the case would be closed on a civil 
basis. The taxpayer’s accountant testi- 
fied to a promise by the agent to close 
the case on the basis of the net worth 
statement to be submitted together with 
payment of the deficiency. He fur- 
ther testified that he would not have 


April 














evi- 
ern- 
ad-a 


th 





The Supreme Court Revisits Net Worth 


submitted the statement without that 
assurance. It was claimed that such 
trickery and deception violated the tax- 
payer's constitutional rights guaran- 
teed by the Fourth and Fifth Amend- 
ments. 

The taxpayer requested a_ special 
hearing without the jury to determine 
whether the evidence was inadmissible 
on that ground. 

Over the taxpayer’s objection, the 
statement was submitted to the jury 
with the instruction that if they found 
that it was obtained by means of “trick- 
ery, fraud or deceit,” it was to be 
rejected. The Court held that this in- 
struction sufficiently safeguarded the 
taxpayers’ rights since a previous hear- 
ing prior to the trial without a jury 
had already resulted in a ruling that 
no fraudulent inducement had been 
offered. It does, however, appear clear 
that a taxpayer making such claim of 
violation of his constitutional rights 
is entitled to at least one special and 
separate hearing on the claim. 


Taxpayer’s Admissions Must 
Be Corroborated 


In both the Smith and Calderon 
cases, the taxpayers raised the question 
of the need for corroboration of the 
taxpayers’ admissions embodied in the 
net worth statements submitted by 
them. It is the general rule that an 
acctsed may not be convicted on his 
own uncorroborated confession and 
this rule is <o be applied to net worth 
statements in criminal tax cases. This 
is at least so where the statement is 
made to Government agents after the 
filing of the returns for the years in 
question, and relates to a vital element 
of the crime. The Court of Appeals 
for the Ninth Circuit had reversed 
Calderon’s conviction because it found 
a Jack of corroboration. 

In the Smith case, the Government 
sought corroboration for his admission 
in the opening net worth that he did 
not have sufficient assets on hand at 
the beginning of the period to account 
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for the alleged increase in net worth. 
This admission requires corroboration 
of a substantially independent nature 
although not necessarily of a kind 
which by itself proves the offense be- 
yond a reasonable doubt. While inde- 
pendent corroboration for every ele- 
ment of the crime is necessary, it is 
sufficient if this is accomplished indi- 
rectly by corroboration of the confes- 
sion itself. Corroboration here con- 
sisted of the taxpayer’s failure to file 
returns for 1936-1939, and his filing 
of returns showing no tax or very little 
tax for the subsequent years. Other 
evidence of receipts, savings and ex- 
penditures provided general corrobora- 
tion for the statement in that they 
tended to show an understatement of 
income. While the principle of cor- 
roboration would appear to provide 
safeguard against the misuse of net 
worth statements, such corroboration 
may apparently consist of the same 
evidence on the basis of which the net 
worth statement itself was prepared. 


In Calderon, the Court found that 
the evidence available of the taxpayer’s 
financial history and practices up to 
the date of his opening net worth was 
insufficient to corroborate the net 
worth statement. Therefore, recourse 
had to be taken to other forms of cor- 
roboration. The Court held that inde- 
pendent evidence which tends to estab- 
lish the crime of tax evasion directly, 
rather than through the net worth evi- 
dence, will suffice. It was shown that 
at the time the taxpayér’s assets were 
increasing, he was receiving unrecorded 
amounts of income. His records were 
at best sketchy and frequently non- 
existent, yet income was being re- 
ceived. The Court concluded that the 
receipt of income under such circum- 
stances supports an inference of tax 
evasion, which inference corroborates 
the net worth statement. This is indi- 
rect corroboration at best and does not 
logically give support to the opening 
net worth. But evidence of the crime 
itself will corroborate the opening net 
worth even: though, as in Calderon, 
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corroborative evidence related to the 
taxpayer’s conduct subsequent to the 
time of the opening statement. 
Although the Court extended the 
requirement of corroboration to net 
worth statements of the taxpayer, the 
type of evidence held to have satisfied 
the requirement is of such minimal 
nature as to provide no significant 
additional safeguard to the defendant. 
If reason ever existed for permitting 
a taxpayer to make statements to a 
special agent, these cases have effec- 
tively eliminated them in the usual 
case. The Supreme Court apparently 
recognized this since it quite candidly 
stated that: 
“* * * the prosecution may pick and 
choose from the taxpayer’s statement, rely- 
ing on the favorable portion and throw- 


ing aside that which does not bolster its 
position * * * 710 


Verbum sat sapienti. 


Calderon also urged that the evi- 
dence must show a deficiency for each 
of the indictment years covered in the 
net worth statement rather than a lump 
deficiency. The Court agreed that a 
reasonable allocation to appropriate 
years is essential to avoid conviction 
of the taxpayer on counts of which he 
is not guilty. The rule is easier to 
state than to apply and no practical 
guidance was offered. The corrobora- 
tive evidence, however, need not show 
a deficiency for the individual years 
covered in the net worth statement. 
The corroboration suffices if it shows 
a substantial deficiency for the over- 
all period. 

Conclusion 

In general, some solace may be found 
in the statement of the Court that proof 
of increase in net worth must be ac- 
companied by proof that the increase 
arises from the receipt of taxable in- 
come. In addition, the Court explicitly 
stated its awareness of the great dan- 
gers and difficulties inherent in the use 
of net worth methods. These dangers 





include (1) violation of the detend- 
ants’ right to have the Government 
bear the burden of proof and to prove 
its case beyond a reasonable doubt ; (2) 
the prejudicial difficulty of showing the 
invalidity of starting point figures 
especially since showing the existence 
of hidden funds often discloses preju- 
dicial and irrelevant matter concern- 
ing the taxpayer; (3) commonplace 
honest inability to reconstruct past 
financial history; (4) the distinction 
between increases in net worth due to 
non-taxable and taxable income; (5) 
the overwhelming and often prejudi- 
cial effect on the jury of the charts 
and figures summarizing the computa- 
tion which “* * * have a way of 
acquiring an existence of their own 
* * *” apart from the evidence; (6) 
the inference, negative or positive, of 
willfulness where net worth compu- 
tations conflict with otherwise unim- 
peached books and records of the tax- 
payer; (7) the need for independent 
proof of willfulness apart from the 
net worth computation ; (8) the myriad 
problems surrounding statements to 
agents by the taxpayer; (9) the need 
for and difficulty in obtaining corrobo- 
ration; and (10) the allocation of por- 
tions of the increase in net worth over 
each of the years in the period covered. 

The court recognizes that these pit- 
falls require the exercise of great care 
and restraint since the taxpayer may be 
ensnared in a system most difficult to 
refute. Therefore, charges should be 
especially clear including a thorough- 
going analysis of the nature and as- 
sumptions of the method and the in- 
ferences which may be drawn there- 
from. Reviewing courts should bear 


“* * * constantly in mind the difficulties 
that arise when circumstantial evidence as 
to guilt is the chief weapon of a method 
that is itself only an approximation.”!! 


Accountants must be reluctant and 
cautious in the preparation of net worth 
statements. Agreements with agents 


10 Holland yv. United States, 348 U. S. 121, 128-129; 99 L. ed. (advance p. 133). 
11 Thid., 348 U. S. 121, 129; 99 L. ed. (advance p. 133). 
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‘should, in so far as possible, be for- 


malized. A sharp delineation in the 
essential functions of an accountant in 
dealing with revenue agents and spe- 
cial agents should be observed. Espe- 
cially in the case of the latter, neither 
lawyer nor accountant serves his cli- 
ent well without the assistance of the 
other. In the still uncharted sea of 


criminal tax investigation, enlightened 
guidance of accountant and lawyer is 
essential for the protection of the tax- 
payer. Since the Government’s proof 
in all four cases was built up in whole 
or in part on accounting admissions 
made by the taxpayers, the foregoing 
is perhaps the most compelling lesson 
the Supreme Court has given us. 


Current Trends in Accounting—IX 
(Continued from page 231) 


Cost Reports 


R. D. Greenwood, managing direc- 
tor of the National Carbon Pty. Ltd., 
of Wellington, Australia, discussed 
some principles of cost report prepara- 
tion and presentation in a series of 
lectures given in Australia*®. 

He suggested these principles of 
preparation: 1. The information 
should be presented clearly and should 
have reader interest; 2. The report 
should begin with a brief summary of 
its contents; 3. The report should 
close with the conclusions drawn and 
the recommendations made. Here, 
“timing” is important; 4. Appendices 
should be provided for statistical and 
financial data and supporting state- 
ments. 

In considering the presentation of 
the report, Mr. Greenwood suggests 
that these points be kept in mind: 
1. What are the functional responsibil- 
ities of the addressee of the report?; 
2. Emphasize the significant cost ele- 
ment; 3. Group the data logically; 4. 
Draw comparisons. . Important cost 
differences should be indicated, and 
their causes noted; 5. Use graphs and 
charts wherever practical. Use lang- 


uage like that commonly used by the 
recipient; 6. Present the report in 
timely fashion, that is, promptly after 
the event or after the study is com- 
pleted ; 7. Alternative courses of action 
should be offered. 


Distribution Cost Analysis 


Dr. William H. Childs, chairman 
of the Division of Business, Hofstra 
College, Hempstead, New York, offers 
a paper on “Solving A Problem In 
Distribution Cost Analysis” in the 
N.A.C.A. Bulletin®™. 

He discusses distribution expenses 
as related to products and order sizes, 
presenting an analysis involving such 
distribution costs studied by products 
and also by order-size class. Dr. 
Childs introduces “the technique of 
selective: partial allocation of distribu- 
tion costs” applied to products and to 
order-size classes as well as_break- 
downs for sales territories and custo- 
mer type or industry. Analyses of this 
sort “can disclose to management”, 
points out the professor, “many signi- 
ficant situations, otherwise hidden, 
which it is necessary to know about 
for effective operation.” 


(To Be Concluded in the May Issue) 





49 “Management in Balance. A Survey of Management Accounting, Part II: Budgets, 
Cost Reduction and Reports”, in The Accountant’s Journal (New Zealand), Vol. 33, No. 4, 


November 1, 1954, pp. 122, ff. 


50 Vol. XXXVI, No. 4, December, 1954, Sec. 1, pp. 496-504. 
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Conducted by BENJAMIN Harrow, C.P.A. 


Corporate Distributions in 
Excess of Earnings 


Last month we commented on the 
Tax Court decision in the Gross case, 
on the basis of the newspaper reports 
of the decision. Since then the full 
report on the caset has been made 
available and further thoughts occur 
to us. At issue was the question of 
whether a corporate distribution in ex- 
cess of current year’s profits, and also 
in excess of earnings and profits as 
of the beginning of the year, was an 
ordinary dividend or a return of capi- 
tal. The distribution was made pos- 
sible because the corporations had bor- 
rowed money with which to construct 
housing developments, the loans hav- 
ing been insured by the Federal Hous- 
ing Administration and the actual cost 
of construction having been less than 
the estimates of the Federal Housing 





BenyAMIN Harrow, C.P.A., has 
been a member of our Society since 
1928, and a member of the Ameri- 
can Institute of Accountants since 
1922. He is a member of the New 
York Bar and Professor of Law at 
St. John’s University. 
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dent of the Society. He is now 
serving as Chairman of the Com- 
mittee on Publications and is a past 
Chairman of the Committee on 
State Taxation. He is also a mem- 
ber of the Institute’s Committee on 
I°ederal Taxation. 

Mr. Harrow is engaged in prac- 
tice as a certified public accountant 
and attorney in his own office in 
New York City. 











Administration and less than the 
amounts received by the corporation 
under the insured mortgages. The ex- 
cess cash was distributed to the stock- 
holders and to the extent that it ex- 
ceeded the cost of the stock it was 
reported as a long-term capital gain. 

Before making the distributions the 
corporations wrote up the value of 
their real estate and at the same time 
created a capital surplus specifically 
denominated “Surplus arising from 
realty appreciation.” The Tax Court 
held that the distributions were cor- 
rectly reported as capital gains. Under 
the Internal Revenue Code of 1939? a 
distribution was treated as an ordinary 
dividend to the extent of earnings of 
the current year or earnings or profits 
of prior years. Distributions in excess 
of such earnings and profits are ap- 
plied against the adjusted basis of the 
stock® and amounts in excess of the 
basis are taxable as gain from the sale 
or exchange of property,—a_ capital 
gain. 

The Commissioner conceded that the 
write-up on the books of the apprecia- 
tion in value of the real estate did 
not increase earnings and profits, and 
that the borrowing of moneys did not 
result in the realization of income. 
The Commissioner’s contention was 
that the relevant Section (115(d)) 
was not applicable because the dis- 
tributions had not impaired the capital 
of the corporation. The court did not 
accept this reasoning. 

The case was decided in the midst of 
the publicity with respect to the I’ed- 
eral Housing Administration activities, 
and there was a general feeling that 
these Federal Housing Administration 
windfalls would not be permitted with- 





123 T.C., No. 97, George M. Gross and Anna Gross et al. v. Commissioner, January 


31, 1955. 


2 Section 115(a) and (b), Section 316(a) of the Internal Revenue Code of 1954 


3 Section 115(d). 
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out exacting the last full measure of 
tax. In fact, the 1954 Code* provides 
that where through the guaranteeing of 
loans by the United States, a corpora- 
tion has been able to borrow money 
against its assets and thus to make 
distributions of the kind made in the 
instant case, then for the purpose of 
determining earnings or profits avail- 
able for the payment of dividends, 
earnings or profits are to be increased 
to the extent that the amount of the 
loan exceeds the adjusted basis of the 
property to the corporation. 

Whether this provision will succeed 
in its purpose is doubtful in the opinion 
of this editor. Congress is attempting 
to call the excess of a loan over the 
basis of property, income. The 16th 
Amendment does not give Congress the 
power to call something income which 
in fact is not income. The amend- 
ment may give Congress the right to 
tax income from whatever source de- 
rived, but it must be income to start 
with. In our opinion Section 312(j) 
is unconstitutional. 

The case is also important in its 
effect upon the State income tax law. 
The State Tax Commission, too, has 
been trying to find a way to tax such 
distributions as ordinary income and 
was awaiting a contrary decision in 
the Gross case for some encouragement 
in its own position. 

Section 350.8 defines a dividend as 
“any distribution made by a corpora- 
tion out of its earnings or profits. . . .” 
While the State law, unlike the federal 
law, does not have any specific provi- 
sion that a distribution is taxable as a 
dividend to the extent of current year’s 
profits even though the corporation 
(does not have any surplus, Section 
350.8 might permit a similar construc- 
tion. In fact, in 1937 the Attorney 
General issued an opinion that divi- 
dends are taxable to a stockholder, 


4Section 312(j). 





even though paid when the capital of 
the distributing corporation was im- 
paired, if they represent a distribution 
from current earnings, and a court de- 
cision® has so held. 

In the absence of earnings, a dis- 
tribution represents a return of capital. 
Article 66 provides that “any distri- 
bution made by a corporation other 
than out of the earnings or profits is 
to be regarded as a return to the stock- 
holder of part of the capital repre- 
sented by his shares of stock... .” 


Franchise Tax, Article 9A—Proposed 
Disallowance of Franchise Tax as 
a Deduction 


Under the present law® a deduction 
is allowed for the franchise tax im- 
posed by Article 9A, based on the 
period immediately preceding the per- 
iod covered by the report. No deduc- 
tion is allowed as an accrual for the 
franchise tax based on the period cov- 
ered by the current report. The ad- 
ministration of this provision has not 
been a happy one since a change in 
the income for one year necessitates a 
whole series of adjustments for subse- 
quent years. Furthermore with respect 
to additional assessments of franchise 
tax, the law would seem to be clear 
that such additional tax may be de- 
ducted only on the franchise tax re- 
turn of the succeeding year. Because 
of the administrative difficulties, the 
Tax Commission has informally per- 
mitted the deduction in the year in 
which it is paid, provided it is deducted 
in that year on the federal return. If 
not deducted in that year it has been 
allowed as a deduction on the New 
York return for whatever year it is 
allowed as a deduction by the federal 
government. 

To eliminate this administrative con- 
fusion bills have been introduced in the 


5 People ex rel. Cowan v. Graves, (1940) 258 App. Div. 699, aff’d 284 N. Y. 628. 


® Sec. 208.9(£) Article 9A. 
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present Legislature’ to eliminate en- 
tirely the deduction for the franchise 
tax. A note is appended to each bill 
stating that such a deduction is anoma- 
lous in modern tax theory and admin- 
istration. We question the validity of 
this conclusion. Doubtless taxpayers 
will resist the passage of these bills 
since the elimination of this deduction 
will increase the burden of the tax, 
seriously in many cases. 

Two other bills® propose an increase 
in the rate of tax from the present rate 
of 5“~% to 6%. 


Deduction for Interest 

All interest paid or accrued within 
the taxable year on indebtedness ‘1s 
an allowable deduction.® Interest on a 
life insurance policy loan comes within 
this provision. However, for a cash 
basis taxpayer the loan must be paid 
within the taxable year. If the inter- 
est is merely added to the principal of 
the loan the taxpayer has not paid the 
interest. The cases do not recognize 
a principle of constructive payment in 
such a case. If payment is actually 
made in a later year for such past due 
interest it becomes deductible. A tax- 
payer may thus control the year of the 
deduction either by adding the interest 
to the principal or paying it. 

Some months ago the Tax Court? 
considered the situation of an insured 
who kept adding interest on such loans 
to the principal until he died. In pay- 
ing the proceeds of the policies to the 
beneficiary, who was the wife, the ac- 
cumulated interest was deducted by the 
insurer. The wife filed a joint return 
and claimed a deduction for the ac- 
cumulated interest. The Commis- 
sioner argued that the interest was not 
paid by the decedent prior to his death, 
that it was not a liability of the estate, 
and that it was not a liability of the 
beneficiary. 


7 Assembly Int. 1607, No. 1636; Senate Int. 


The petitioners argued that payment 
was made simultaneously with the in- 
sured’s death when the insurance com- 
pany irrevocably became entitled to a 
portion of the proceeds equal to the 
loans and interest, all secured by the 
policies. Therefore the interest was 
paid within the decedent’s last taxable 
year. Alternatively, the petitioners ar- 
gued that the amount of an interest 
deduction “in respect of a decedent 
which is not properly allowable to the 
decedent in respect of the taxable 
period in which falls the date of his 
death,”™ shall be allowed “to the per- 
son who, by reason of the death of the 
decedent . . . acquires, subject to such 
obligation, from the decedent an inter- 
est in property of the decedent.” 
Under New York State law, the final 
return of a decedent must include in- 
come and deductions accrued up to the 
date of death or, at the option of the 
decedent’s executor, such accruals may 
be excluded, provided the person sub- 
sequently acquiring the right to re- 
ceive such property agrees to include 
them in his return. 

The court held that at the moment 
of death the policies matured, the pro- 
ceeds were charged with the interest 
and the interest obligation was satisfied 
and extinguished. No further interest 
accrued from the moment of death. 
No affirmative action on the part of 
a debtor is necessary to effect payment. 
A payment made simultaneously with 
death is actually made within the last 
taxable year of a decedent and so is 
deductible in a decedent’s final return. 

The court further held that the wife 
was a person who acquired property 
from the decedent by: reason of his 
death. This property was subject to 
the interest obligation and she would 


be entitled to the deduction. The Com- 


missioner argued that the wife was not 
entitled to the deduction because the 
interest was not her obligation and she 


1259, No. 1313. 


8 Senate Int. 1260, No. 1314; Assembly Int. 1608, No. 1637. 


91954 Code, Section 163(a) ; 


Article 16 N. 


Y. Tax Law, Section 360.2. 


10 Estate of Pat E. Hooks, deceased, et al. v. Commissioner, 22 T.C., No. 63 (195+). 


11 Former Section 126(b)(1)(B); 


1954 Code, Section 691(b)(1)(B). 
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did not in fact pay it. But these re- 
uirements are not contained in Sec- 
tion 126(b)(1)(B) [1954 Code Sec- 
tion 691(b)(1)(B)]. Under either 
argument the petitioner was allowed 
the deduction. 


Filing of Partnership Return in Rela- 
tion to Unincorporated Business 
Tax 
The Attorney General’s office re- 

cently rendered an opinion” as to 
whether the filing of a partnership in- 
formation return under Article 16 of 
the Tax Law satisfies the requirements 
for the filing of an unincorporated 
business tax return, where the part- 
nership does not complete the unin- 
corporated business tax portion of the 
form but states either that exemption 
from the tax is claimed or that exemp- 
tion from the tax was granted in a pre- 
vious year. Article 16A of the Tax 
Law (Section 386-h) requires the fil- 
ing of returns for unincorporated busi- 
ness tax purposes. Section 373 pro- 
vides that where a return is filed an 
assessment must be made within«three 
years. In Matter of Hewitt v: Bates™ 
it was held that the filing requirements 
for the unincorporated business tax 
are not satisfied by the fact that the in- 
formation necessary to compute the 
tax is furnished on a return filed under 
Article 16 (the income tax). In that 
case the court held that no return for 
unincorporated business tax purposes 
was filed and therefore the statute of 
limitations on assessment had not 
started ‘running. 

The Attorney General pointed out 
that the partnership return (Form 
204) requires separate information 
both for the income tax and the unin- 
corporated business tax.* Actually they 
constitute two different returns re- 





12 January 25, 1955. 


13297 N. Y. 239. 


quired for separate purposes under 
two distinct articles of the Tax Law. 
The filing of a blank return accom- 
panied by a statement claiming ex- 
emption from the tax does not consti- 
tute a sufficient filing of a return to 
start the running of the statute of 
limitations. The Attorney General 
cites some federal cases!* as authority 
for that opinion. 


Unincorporated Business Tax— 

Exemptions 

The practice of a profession is not 
an unincorporated business and, there- 
fore, such income is exempt from this 
tax. The law itself mentions the pro- 
fessions of law, medicine, dentistry and 
architecture as being excluded from 
the tax. But other. professions are 
likewise exempt, if “more than 80% of 
the gross income. is derived from the 
personal services actually rendered by 
the individual . . . and in which capital 
is not a material income-producing 
factor.” 

This section of the law was before 
the. court recently in the case of a 
musical director of radio programs. 
The.court held first that an orchestral 
conductor comes within the'cencept of 
profession in that he “requires knowl- 
edge of an advanced type in the field 
of music which can be gained only by 
a prolonged course of specialized in- 
struction and study.” Said the court; 
“a musical director comes nearer to 
practicing a profession than oné pur- 
suing many of the following oceupa- 
tions which the State Tax Commission 
has determined were professions!» ac- 
counting, shorthand reporting, dental 
hygiene, chiropody, physiotherapy,” 
etc. 

Another issue was involved. Was 
more than 80% of gross income’ de- 


14 Kavanaugh vy. First National Bank of Wyandotte, 139 F (2d) 309; National Con- 
tracting Co. v. Commissioner, 105 F (2d) 488; The Jockey Club v. Commissioner, 30 


B.T.A. 670, aff'd. 76 F (2d) 597. 


15 oorhees v. Bates, N. Y. Ct. of Appeals (December 31, 1954), revg. App. Div., 


3rd Dept. 
1955 
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rived from Voorhee’s personal services. 
On his tax return Voorhees reported 
as gross income the full amount of 
what he had received from the broad- 
casters. This included amounts paid 
over to musicians, arrangers, and for 
payroll taxes. These items were listed 
as deductible expenses and amounted 
to more than one-third of the total 
income. If the musicians and ar- 
rangers were employees of Voorhees, 
then the 80% requirement was not met. 
The taxpayer was able to satisfy the 
court that Voorhees acted as employer 
of the musicians and arrangers “in 
name only.” This was done for the 
convenience of the broadcaster because 
of its pension system. The union law 
prevented Voorhees from being an ac- 
tual employer and it was the house 
contractor who engaged the musicians. 
The remuneration was determined by 
the musicians’ union. 

What Voorhees received from the 
broadcaster for the musicians and ar- 
rangers was never his own. It was 
immediately paid out to them in a 
wash transaction. Said the court, 
“under this arrangement he (Voor- 
hees) ran no risks, he made no profit, 
he incurred no loss and there was no 
fraud.” That money was in no sense 
a part of his own gross income. That 
consisted solely of fixed guest fees 
for his services. The fact is that 
Voorheees had erroneously reported 
the wash transaction as his income. 
But the court was not going to “ex- 
alt form over substance and ignore the 
manifest realities underlying the meth- 
od of his accounting.” Three judges 
dissented from the majority opinion 
granting the exemption. 


New York City Gross Receipts Tax— 
Refund Procedure 


Under the Gross Receipts Tax 
Law’® a taxpayer must pay the tax 
under protest if he seeks a refund of 


16 Sec. B 46—7.0. 
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the tax. Under Article 122 of the 
Comptroller’s regulations the payment 
need not be made under protest if it 
was made under a “mistake of fact.” 
What is a mistake of fact? Generally 
it would mean a mistake in addition or 
subtraction. 

Suppose a taxpayer by “mistake”’ in- 
cluded in the basis of the tax im- 
ported goods sold in the original pack- 
age. Is such an inclusion a mistake of 
fact? In our opinion it should be. In 
a case at a hearing stage before the 
corporation counsel, this issue was in 
the Comptroller’s office. It happened 
that the gross receipts tax was de- 
termined by analyzing one month’s 
sales and applying the percentage of 
taxable sales to total sales for the year. 
In preparation for the hearing tax- 
able sales for the entire year were com- 
puted by analyzing each sale. This 
coupled with the mistake of including 
sales of goods in the original package 
probably led the Corporation Counsel 
to decide in favor of the taxpayer in 
granting a refund even though the tax 
had been paid without protest. 

In a case decided in 1952!" the tax- 
payer paid the tax without protest. He 
then filed a claim for refund asserting 
that he had made a mistake of fact by 
including in the tax base non-taxable 
sales through an error in transcribing 
some figures. The Comptroller denied 
the claim on the ground that the evi- 
dence did not bear out the contention 
that there had been a mistake of fact. 
In fact, the same procedure had been 
followed for several years. The court 
upheld the Comptroller. 

There was another important issue 
in that case. In 1942, Section 112(f) 
of the Civil Practice Act was enacted. 
That provided that relief shall not be 
denied merely because a mistake is one 
of law rather than one of fact. That 
section was also before the court, 
which held that it was not applicable to 


the specific statutory provision for re- 
(Continued on page 249) 


17 Fredenburg & Lounsbury, Inc. v. Joseph, 280 App. Div. 973. 
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Conducted by Louis H. Rappaport, C.P.A. 


Disclosure of Changes in Financial Position and Operations 
Before and After the Statement Date— 
The Colorado Milling and Elevator Company Case 


Not long ago this department 
observed that there was not much 
literature on the subject of events 
subsequent to the statement date, par- 
ticularly as it relates to financial state- 
ments filed with SEC under the 
Securities Act of 1933. That situation 
has largely been cured by the recent 
issuance of Statement on Auditing 
Procedure No. 25 by the American 
Institute of Accountants’ Committee 
on Auditing Procedure. Dealing with 
events subsequent to the date of the 
statements, the AIA bulletin was re- 
printed in full in the February, 1955, 
issue of this magazine. 

The bulletin discusses generally the 
question of events subsequent to the 
statement date and specifies the par- 
ticular requirements applicable to fi- 
nancial statements filed under the 1933 
Securities Act and the 1934 Securities 
Exchange Act. With respect to filings 
under the 1933 Act, the bulletin itsts 
the steps which an accountant should 
take with a view to keeping himself 
informed as to his client’s financial af- 
fairs up to a date reasonably close to 
the effective date of the registration 
statement. The procedures recom- 
mended by the AIA Committee differ 
in minor respects from what this de- 
partment has previously recommended. 
We concur in the Committee’s recom- 
mendations. It is important to have 
an authoritative pronouncement on the 





Louis H. Rappaport, C.P.A., is 
a partner in the firm of Lybrand, 
Ross Bros. & Montgomery, C.P.A.’s. 
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subject of subsequent events; we now 
have it, thanks to the AIA Committee. 


The SEC issued a decision* in 1943 
which involved not only the matter of 
subsequent events but also prior events 
and the necessity of spelling out their 
effects in a registration statement. The 
case has not, to our knowledge, been 
discussed in these columns, and we 
think it merits the attention of our 
readers. ee 

In February, 1943, Union Securities 
Corporation bought from the stock- 
holders of Colorado Milling and Ele- 
vator Company 98% of the stock of 
that company for $13,800,000. A new 
board of directors, nominated by 
Union, was elected immediately. Fol- 
lowing the purchase, Colorado’s certi- 
ficate of incorporation was amended, 
changing the par value of the com- 
pany’s stock which had the effect of 
transferring $7,800,000 from capital 
stock to capital surplus. 


On May 26, 1943, a cash dividend 
was declared aggregating $7,000,000, 
of which Union received $6,886,000. 
Cash to pay the dividend was derived 
to the extent of over $5,000,000 from 
the sale of marketable securities owned 
by Colorado at the time Union bought 
control of the company. Funds to pay 
the balance of the dividend came from 
a bank loan of $2,000,000. On the 
same date, the directors of Colorado 
authorized the creation of an issue of 
$6,500,000 principal amaunt of 5% 
convertible debentures and declared a 
dividend payable in such debentures to 
stockholders. Union’s share of the de- 
benture dividend was $6,400,000. 
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Union had decided to sell its deben- 
tures to the public during the latter 
part of May or early in June, 1943, 
in conjunction with four other under- 
writing firms. Late in May, however, 
it became apparent that financial state- 
ments would not be ready in time for 
registration prior to May 31 and that 
the public sale would have to be post- 
poned. 

Faced with the prospect of carrying 
the debentures for several months, 
Union offered to sell part of its hold- 
ings to the four underwriting firms. 
On June 12, the four firms -purchased 
an aggregate of $3,410,000 principal 
amount of the debentures at. their 
principal amount plus accrued interest. 
Union also sold to three of the firms 
and a principal stockholder of the 
fourth firm some of its common stock 
and made further sales of the stock to 
certain other persons, but retained 
voting control of Colorado. 

In the middle of July, Union’s plans 
to make a public offering of the 
5% debentures were abandoned. At 
Union’s direction, Colorado author- 
ized an issue of $3,000,000 principal 
amount of 4% debentures for sale to 
insurance companies and a new issue 
of $3 convertible preferred stock for 
sale to the public. The proceeds from 
the sale of the preferred stock and the 
new debentures, together with addi- 
tional necessary funds in treasury, 
were to be used to redeem the out- 
standing 5% debentures held by Union 
and the four firms. 

A registration statement was filed 
with SEC on August 6, 1943, covering 
the new issue of $3 convertible pre- 
ferred stock. -The registration state- 
ment contained a consolidated income 
statement of Colorado for the 9 years 
ended May 31, 1943, and a balance 
sheet at that date.. The balance sheet 
reflected the 5% debentures issuable 
June 4, 1943, in payment of the divi- 
dend in amount of $6,500,000 declared 
May 26, 1943. The balance sheet also 
reflected capital surplus in the amount 
of $986,000, with a disclosure that 
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there was no earned surplus at May 
31, 1943. All the marketable securi- 
ties having been disposed of, none was 
shown on the balance sheet. Under 
other income, the income statement 
showed interest of $194,000 in 1935, 
decreasing to $121,000 in 1943, on 
U. S. Government and municipal secu- 
rities. Results of operations during 
the nine years ranged from income of 
$1,515,000 in 1937 to a loss of $858,000 
in 1938. The surplus statements dis- 
closed the large dividends in 1943 in 
cash and in 5% debentures, the aggre- 
gate of which was charged first to 
earned surplus (exhausting that ac- 
count) and the balance to capital sur- 
plus. 

After reviewing the registration 
statement, the SEC’s Corporation Fi- 
nance Division charged that the regis- 
tration statement was materially de- 
ficient and stop-order proceedings were 
instituted. The Division alleged that 
the failure to state that the data in- 
cluded in the 9 years’ income state- 
ments represented the results of oper- 
ations for a period during which Colo- 
rado’s' capital structure, financial con- 
dition and arrangements differed con- 
siderably from that which obtained on 
and after May 31, 1943, constituted 
a material deficiency. By reason of 
the sale of its investment portfolio, 
Colorado would no longer receive the 
income on these investments by way 
of dividends and interest, which, in 
the most recent year, aggregated 
$123,000. In the past, Colorado’s bank 
loans were made on the collateral of 
the marketable securities owned by it 
at interest rates which averaged less 
than 1% per annum. The terms of 
the registrant’s new line of credit pro- 
vided for an interest rate on future 
loans of 144%. The SEC also ob- 
served that the liquidation of the in- 
vestment portfolio, the payment of the 
$7,000,000 cash dividend, and the pro- 
posed issuance of $3,000,000 principal 
amount of 4% debentures, would re- 
sult in the probable alteration in the 
basis for computing Federal excess 


April 











ire 
»b- 
in- 


the 





Accounting at the S. E. C. 


profits taxes, with an increase in Colo- 
rado’s tax liability. 


The SEC further stated: 

Other factors which will adversely affect 
the registrant’s future income and which 
were not disclosed in connection with the 
9 years’ profit and loss statement, are: 
(1) the interest charges on the $3,000,000 
of new 4% debentures; (2) the increase 
in the compensation to be paid to the reg- 
istrant’s officers and directors. The aggre- 
gate remuneration to be paid to executive 
personnel for the year ending May 31, 
1944, is estimated at $105,592, as compared 
with $56,845 paid during the preceding 
year; (3) the increase in the cost of in- 
surance estimated for the year ending 
May 31, 1944 at $76,000 in excess of the 
previous year’s insurance costs. The in- 
crease, which was disclosed for the first 
time in the September 27, 1943, amend- 
ment, results from the adoption of a new 
program whereby insurance coverage will 
be substantially extended. 

The net effect of the foregoing will be 
to diminish the net income available for 
dividends. Profit and loss statements are 
required in the registration statement as 
an indication to prospective investors of 
the registrant’s earning power. The 9 
years’ profit and loss statement contained 
in this registration statement reflected the 
results of operations during a period when 
the registrant had maintained continuously 
a financial status substantially equivalent 
to that existing immediately prior to this 
fing incing. By reason of the changes ef- 
fected since May 22, that financial status 
bears little resemblance to that which ob- 
tains presently. Where such changes will 
have a mi terial effect on prospective earn- 
ings, the omission to disclose those changes 
and their effect with relation to the profit 
and loss statements is as misleading as if 
the registrant’s past earnings had. been 
misrepresented. 

In the meantime the registration 


statement had been amended and the 
following note had been appended to 
the 9 years’ income statement : 


1) The above statement shows the results 
of operations of the company for a 
period during which its executive 
management, certain of its policies, 
and its capital structure were ma- 
terially different from those which 
existed on May 31, 1943. The prin- 
cipal changes are described in those 
sections of the registration statement 
referring to the company’s parents 

., the brief outline of the general 
development of the business “during 
the preceding five years .. ., the re- 
muneration of the executive person- 
nel of the company, and _ historical 
financial information, and in the re- 
lated prospectus. It is impossible to 
predict whether the net effect of all 
such changes on future sales, opera- 
tions, and profits will be adverse or 
favorable, but it is apparent that 
profits will be adversely affected by 
the following changes, among others: 
(a) an increase in interest charges 
as a result of the creation of new 
funded indebtedness and new ar- 
rangements for bank borrowings, 
(b) the elimination of income pre- 
viously derived from the marketable 
securities which were sold in May, 
1943, (c) the probable alteration in 
the basis for computing Federal ex- 
cess profits taxes, (d) the anticipated 
increase in the cost of insurance 
coverage, and (e) the increase in the 
aggregate compensation to be paid to 
executive personnel. 


In view of the amendments which 
had been filed in September and No- 
vember, 1943, revising the original 
registration statement, the SEC al- 
lowed the registration statement to 
become effective, but said, “we deem it 
to be in the public interest to comment 
upon the major deficiencies contained 
in the registration statement as origi- 
nally filed, which caused us to insti- 
tute the proceedings under Section 
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7 Office{and Staff Management 


A forum for the exchange of views and information on all 
aspects of the administration of an accounting practice. 
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Conducted by Max Btock, C.P.A. 


Credit Executive Relations 


In the March, 1955, column there 
appeared an excerpt from the proceed- 
ings of the annual C.P.A.—Credit Ex- 
ecutives meeting. At these meetings 
every-day problems are explored for 
clarification and friendly agreement. 
Another excerpt of interest to C.P.A.s 
is here presented. 

Question: Some individuals believe 
that an accountant should limit his 
services to auditing the books of ac- 
count of his client, submitting his 
report thereon, and consideration of 
tax problems. 

A. To what extent, if at all, do 
credit grantors expect the accountant 
to go beyond the limits stated, in serv- 
ing his client? 

B. To what extent, if at all, should 
the accountant inject himself into the 
matter of obtaining credit for his 
client ? 

Answer by Mr. Thirsk: The idea 
or suggestion of limiting service-by the 
CPA is a narrow, negative concept. It 
does not make for growth or success 
of a business, nor the enhancement of 
the practice and prestige of the ac- 
countant. We are in a quick chang- 
ing, complex and competitive economy, 
with the incidence of too many, costly 
failures. We must move ahead and 





Max Brock, C.P.A. (N. Y., Pa.) 
is a former chairman of the Com- 
mittee on Administration of Ac- 
countants’ Practice of the New York 
State Society of Certified Public 
Accountants. He is a lecturer at 
The City College of New York in 
the graduate course of Accounting 
Practice. Mr. Block is a member of 
the firm of Anchin, Block & Anchin. 
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improve in our credit techniques, not 
retreat or stand still. 

The businessman wants more than 
a perfunctory bookkeeping detail, that 
is remote and removed from his daily 
job of running a business. He needs 
a broad, advisory, business consultant’s 
service as a vital part of policy, plan- 
ning and control. 

The credit executive wants a com- 
plete and accurate presentation of es- 
sential facts to be available currently. 
He needs such data to be able to make 
quick decisions for economy, and 
sound decisions for safety. 

We are not talking about big busi- 
ness which can take care of itself. We 
are considering all business where the 
credit executive comes into the rela- 
tionship between CPA and client. 

To attempt to define that area: it 
might well take in all business with 
capitalization less than one million dol- 
lars. That actually covers the heavy 
majority of operating business units 
in the country. It is the core of indi- 
vidual enterprise. .. . 

Now, credit executives do not have 
an opinion that is finalized or formal, 
as to the extent of the work to be done 
by a CPA. This, however, is certain: 
If all audits were certified without 
qualification, with all information thor- 
oughly outlined, instead of the infinite 
variety of forms of reports that are 
put out, there would be less reason for 
the credit executive to have direct re- 
lationship with the accountant. When 
a statement of financial condition is 
issued as a basis for credit, it is no 
longer something secret, nor a private 
matter. The accountant putting his 
name to a statement has to stand be- 
hind it. He has a definite responsi- 
bility, be it assumed or imposed. .. . 

Actually, the services of certified 
public accountants do go beyond audit 
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Office and Staff Management 


and tax work. They have these versa- 
tilities among others: Engineering, 
methods, systems, controls, costs, office 
management. And they have attorneys 
in their own offices. Why not give and 
gain recognition for what you do in 
another most important service. Enable 
the business man, your client, to de- 
vote his valuable time to running his 
business, instead of being distracted in 
time-absorbing negotiations of credit. 
To coin a descriptive of such a service 
by a CPA: “Credit and Financial 
Management.” This, of course, with 
the full approval of client and cus- 
tomer... . 

Mr. Chan: The accountant should 
should not take too much responsibility 
upon himself. I think what Jerry says 
generally is correct, but as a practical 
matter it becomes very difficult for an 
accountant to initiate credit for his 
client, if he has, let us say, 30 or 40 
clients and is an individual practitioner. 

He would be busy all day going 
around to banks and credit grantors, 
and would not have time left to earn a 
living. It is also not fair from the 
credit grantor’s point of view, because 
the primary relationship should be. be- 
tween the credit grantor and the client, 
the one who receives the credit. 

One of the main ways the credit 
grantor can determine whether his cus- 
tomer is deserving of credit, depends 
to a great extent upon the business 
ability and character and type of per- 


son the customer is, and, to some ex: 
tent, on the type of person the ac- 
countant is. But the accountant is in 
the second row. The customer is in 
the first row, dealing with the bank. 
The accountant should be available to 
give information, but the accountant 
should not put himself in the position 
of seeking credit for his client. 


Tax Practice Problem 


In the Journal of Taxation, March 
1955 issue, there is an article entitled 
“How to Prevent Accountant’s Knowl- 
edge from Being Used Against Client.” 
The article brings out the point that 
whereas an attorney’s knowledge and 
client files are privileged, the same does 
not hold for accountants. It offers ad- 
vice to accountants on what they may 
do to protect, legally, the interests of 
a client involved in a tax fraud case. 


Inventory Taking Service 


Accountants, and many of their 
clients, may be interested to know that 
the onerous job of taking inventory 
can be contracted out to companies who 
furnish trained personnel to help take 
inventories. One such company re- 
cently circularized accountants offering 
its services on an hourly rate basis and 
offering its facilities “any time (days, 
nights, weekends, and holidays), and 
in any city.” 


New York State Tax Forum 
(Continued from page 244) 


fund in the General Business Tax law 
and in the state enabling act. In a 
recent issue of the New York Tax 
lorum,!§ this section of the Civil Prac- 
tice Act was discussed. Taxpayers 
would be well advised to pay all gross 
receipts taxes under protest in order 
to avoid a technical requirement that 
may well work serious inequities. 


19 282 App. Div. 60 (1953). 


1955 


18 Vol. XXIV, No. 11 (November, 1954). 


In Report Bulletin 19 of the New 
York Tax Service, Prentice-Hall dis- 
cusses this situation. It calls attention 
to the fact that even in the United 
Piece Dye Works case,® which the 
taxpayer won for the years in which 
the tax was paid under protest, the 
refund was denied for the year in 
which no protest accompanied payment. 
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Payroll Tax Notes 


Conducted by SAMUEL S. Ress 


Unemployment Insurance: Status 
of Entertainers—Independent 
Contractors or Employees 


Three cases involving variety enter- 
tainers’ unemployment insurance cov- 
erage have been decided recently by 
the Appellate Division. The Industrial 
Commissioner was the unsuccessful 
appellant in all three matters. In all 
three cases the court found that the 
State was wrong in trying to collect 
unemployment insurance contributions 
on the earnings of the variety artists 
from the alleged employer. The em- 
ployers involved in the three variety 
artists cases were a lodge of the Loyal 
Order of the Moose, the Valley 
Stream Park Inn, and the realty cor- 
poration operating the Hotel Biltmore. 
The decisions were, handed down 
February 3, 1955, by the Appellate 
Division of the Supreme Court, Third 
Department. In all three cases the Un- 
employment Insurance Appeal Board 
had found in favor of the employers. 


Court Bound by Appeal Board 
Findings of Fact—Only Ques- 
tions of Law Appealable 


The State was unable to overcome 
the findings of fact in the three Appeal 
Board decisions from which the State 
had appealed, which findings were 





SAMUEL S. Ress has been an As- 
sociate Member of our Society since 
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favorable to the employers. Section 
623 of the Unemployment Insurance 
Law provides that a decision of the 
Appeal Board shall be final on all 
questions of fact and, unless appealed 
from, shall be final on all questions of 
law. That means that once the Appeal 
Board finds as a fact (based on the 
evidence in the record) that a certain 


_situation exists, the Appellate Division 


and the Court of Appeals are bound 
by that finding of fact. It is only 
when there is a dispute as to the law 
applicable to the factual situation, that 
there can be a reversal of the Appeal 
Board’s decision. 

In the Valley Stream Park Inn case, 
the Appeal Board held that variety ar- 
tists who performed at the restaurant 
and night club operated by the alleged 
employer were not his employees, and 
that he was not liable for unemploy- 
ment insurance contributions based on 
the compensation paid them. Each 
variety artist was engaged under a 
written contract with the respondent 
employer called the “AGVA Standard 
Form of Artists Engagement Con- 
tract.” The employer had also entered 
into a “Minimum Basic Agreement” 
with the American Guild of Variety 
Artists. The employer had agreed to 
abide by AGVA’s rules and _ regula- 
tions. One such rule provided that 
all artists shall be considered employ- 
ees and not independent contractors. 

However, the Appeal Board found 
upon substantial evidence that such 
rule was not incorporated in any writ- 
ten instrument binding upon the em- 
ployer. The court wrote “In any 
event, the actual facts and not the 
labels determine the true status. . . .” 

The record in this case showed that 
the performers were engaged through 
a booking agent without interview or 
audition by the respondent; that the 
artists supplied their own music, cos- 
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tumes, and stage material; that they , 
performed in their own manner; and 
that the only authority exercised by 
the alleged employer was to indicate 
the time of the show or to release the 
artists in the event the audience was 
too small to warrant a performance. 
The court concluded: “It cannot be 
said as a matter of law upon this 
record that the Appeal Board did not 
reach a correct factual conclusion . . .” 
and cited Matter of Radio City Music 
Hall Corporation (Miller), 262 App. 
Div. 593. 

In the Jamestown Loyal Order of 
the Moose case, the contract contained 
a section reading: 

“.. It is expressly understood that the 
Artist is and signs this contract as an 
independent contractor and not as an em- 
ployee and that the Artist shall have ex- 
clusive control over the means, method 
and persons employed in fulfilling the ob- 
ligations hereunder in all respects and in 
all details. The Artist also agrees to dis- 
charge and perform and have exclusive 
liability for all obligations with regard to 
the payment of any social security tax, 
victory tax, withholding tax, unemploy- 
ment insurance tax and the like under 
Federal, State and Municipal Laws. . . .” 


The court stated that even though the 
contract designated the entertainer as 
an independent contractor, that alone 
would not suffice to overcome evidence 
of the relationship of employer and 
employee. The court stated further 
that the Appeal Board had found that 
the Commissioner had offered no evi- 
dence to establish whether ‘or not the 
entertainers were actually or impliedly 
subjected to the employer’s supervi- 
sion, direction, and control. It was 
inferred that the Artists had con- 
formed to the provisions of the written 


contract whereby the entertainer re- 
tained “exclusive control over the 
means, method and persons employed 
in fulfilling the obligations hereunder 
in all respects and in all details.” The 
court therefore accepted the factual 
situation as found by the Appeal 
Board and concluded that the enter- 
tainers were independent contractors 
rather than employees whose earnings 
were subject to the unemployment in- 
surance tax. 

In the Hotel Biltmore case the en- 
tertainers had been engaged by the 
hotel through a booking agency. The 
Appeal Board had found in that case 
the entertainers were independent con- 
tractors and that their earnings were 
not subject to unemployment insurance 
contributions assessments against the 
hotel. The hotel had not reserved in 
its contract any right to control the 
actors and it did not in fact exercise 
any supervision, direction or control 
over them. In this case the hotel 
signed a written contract with one per- 
son who agreed to present the act, and 
paid in a lump sum for the entire act 
regardless of the number of perform- 
ers who furnish costumes, props, and 
direct the show themselves. The court 
stated in reply to a contention of the 
Industrial Commissioner who sought 
to hold the hotel liable for unemploy- 
ment insurance contributions on the 
performers’ earnings: 

“|. Even if other agreements which 
characterize the parties as employer and 
employee were incorporated by reference, 
it would still be a question of fact for the 
Board to determine upon all the evidence. 
The label or characterization put upon the 
relationship is not necessarily controlling 
in the face of contrary evidence as to 
actual practice... .” 


The President’s Page 
(Continued from page 207) 


transitional one—how best to cure the 
ills of the past. The law at present 
takes the medicine all at once. That is 
too big a dosage for the revenues. Why 
not then space it out in ten treatments. 

But don’t kill the patient. He is 
fundamentally sound, wholesome, and 
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right. Sections 452 and 462 enable 
income tax accounting to come of age. 
It would be sad indeed to turn back 
the clock to the crudities and distor- 
tions of the past. 
J. S. SerMan, 
President 
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TWENTIETH ANNUAL REPORT 


of the 
SECURITIES AND EXCHANGE COMMISSION 
(Fiscal Year Ended June 30, 1954) 


Section Dealing with the 
Activities of the Commission in Accounting and Auditing 


The considerable quantity and variety of 
financial statements filed with the Commis- 
sion pursuant to the various statutes give 
rise to many questions pertaining to account- 
ing practices and procedures. It has been 
the consistent policy of the Commission to 
iusist that such financial statements clearly 
and unequivocally present to the users there- 
ol, particularly investors and_ prospective 
iivestors, dependable data upon which to 
make their financial decisions. To this end, 
accounting rules and regulations and changes 
therein considered necessary to obtain com- 
pliance with the applicable statutes are 
adopted by the Commission after extensive 


study and research by the Office of the 
Chief Accountant. 
Such study and research usually involve 


correspondence and/or consultations with 
persons and groups having an interest in the 
contemplated action, including among others 
the American Accounting Association, 
\merican Institute of Accountants, Con- 
trollers Institute of America, National Asso- 
ciation of Railroad and Utilities Commis- 
sioners, economists, attorneys, investment 
advisers and anz ilysts, corporate officials, and 
other Federal agencies. Where the desira- 
bility therefor is indicated, public hearings 
are held. 

The Commission has prescribed uniform 
systems of accounts for companies subject to 
the provisions of the Holding Company 
\ct,! has adopted rules under the Securities 
xchange Act governing accounting and 
auditing of securities brokers and_ dealers, 
and has promulgated rules containing in a 
single, comprehensive regulation, known as 
Regulation S-X,? which govern the form 
and content of financial statements filed in 
compliance with the various acts. These reg- 
ulations are implemented by the Accounting 
Series releases, of which 77 have been issued, 
designed to make public from time to time 


opinions on accounting principles for the 
purpose of contributing to the development 
of uniform standards and practice in major 
accounting questions. The rules and regula- 
tions thus established, except for the uniform 
systems of accounts, prescribed the account- 
ing to be followed only in certain basic re- 
spects. In the large area not covered by 
such rules, the Commission’s principal re- 
liance tor the protection of investors is on 
the determination and application of account- 
ing principles and standards which are recog- 
nized as sound and which have obtained 
general acceptance. Most financial statements 
filed with the Commission are required to be 
certified by independent public accountants 
or certified public accountants. 


The 19th Annual Report of the Commis- 
sion contained a statement of the circum- 
stances leading up to the adoption, during 
the current fiscal year, of Rule 3-20 (d) of 
Regulation S-X, which sets forth the dis- 
closure required with respect to all stock 
option arrangements in financial statements 
filed with the Commission. 


Because of the divergence of views as to 
the appropriate manner of accounting for 
so-called emergency facilities in financial 
statements filed with the Commission, the 
Commission adopted the policy of accepting 
financial statements wherein the portion of 
the cost of properties covered by certificates 
of necessity is amortized over the five-year 
statutory period as well as statements where- 
in the cost of such facilities is depreciated 
over the probable useful life of the facilities 
but which give recognition to the resulting 
reduction in income tax benefit after the 
close of the amortization period. Pursuant 
to this policy, registrants in filing statements 
on either basis make adequate disclosures as 
to the method followed and the effect which 
would have been produced if the alternative 
method had been followed. 


1 U niform System of Accounts for Mutual Service Companies and Subsidiary Service 
Companies (effective August 1, 1936); Uniform Systems of Accounts for Public Utility 
Holding Companies (effective January 1, 1937; amended effective January 1, 1943). 

* Adopted February 21, 1940 (Accounting Series Release No. 12) ; 
1950 (Accounting Series Release No. 70). 

3 Accounting Series release No. 76. (Nov. 3, 1954). 
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The Commission again had occasion dur- 
ing the fiscal year to consider the problem 
raised by departures from cost in the hand- 
ling of depreciation, and denied a formal 
application to adopt a requirement that eco- 
nomic depreciation (based on replacement at 
current prices) be reflected either in the ac- 
counts or by other appropriate disclosures. 

During the year, several problems arose 
in respect to foreign issuers of securities. 
Foreign standards of accounting and finan- 
cial reporting differ in many respects from 
American standards, and vary from country 
to country. In the few, but sizable, filings 
during the year by foreign issuers, there 
have been reflected some departures from 
what are considered by American standards 
to be generally accepted accounting pro- 
cedures. In each such instance comprehen- 
sive disclosure of the circumstances and the 
effects upon the financial statements has 
been required. 


During the fiscal year, the Commission 
disposed of a proceeding under Rule IT (e) 
of its Rules of Practice against certifying 
accountants alleged to have failed to observe 
appropriate audit requirements as to financial 
statements of a broker-dealer filed pursuant 
to the requirements of rule X-17A-5 adopted 
under Section 17 (a) of the Securities Ex- 
change Act of 1934. After examining the 
record in the proceeding, the Commission 
was of the opinion that while more thorough 
auditing procedures might have resulted in 
the discovery of certain fictitious commodity 
transactions, the record did not disclose a 
lack of integrity or improper professional 
conduct within the meaning of Rule 11 (e), 
and accordingly the proceedings against the 
accountants were dismissed. The Commis- 
sion, in taking this action, noted that no 
member of the public suffered any loss as a 
result of the transactions involved.4 





ACCOUNTING FOR INTERNATIONAL TRADE AND INVESTMENT* 


United States investors generally take it 
for granted that the companies in which they 
put their money will be audited by inde- 
pendent certified public accountants. Their 
willingness to make foreign investments can 
be increased by similar independent audits. 

Nationalistic restrictions on the practice of 
accounting may constitute a real barrier to 
international trade and investment. 

While progress has been made toward 
common standards of accounting, auditing, 
financial reporting and disclosure which 
should ultimately provide a universal lan- 
guage of international finance, this goal has 
not yet been achieved. 

Businessmen and investors with interests 
abroad, as well as those who are now con- 
sidering foreign investments, therefore wish 
to be free to employ accountants and audi- 
tors of their own choosing. Often they will 
prefer to use accountants of their own na- 
tionality to examine their accounts. 

Freedom of professionally trained ac- 
countants to cross national boundaries with- 
out unreasonable restrictions is therefore a 
vital factor in the further development of 
international trade and a freer flow of pri- 
vate capital across national boundaries. 


International Accounting Firms 


To fill the demand for accounting and 
auditing services which has been created by 
international investment, a number of lead- 
ing accounting firms, particularly those with 
home offices in Great Britain and the United 
States, have established branches in other 
countries, 





In addition to providing needed services, 
these branch offices have also stimulated 
development of the accounting profession in 
the countries where they are located. As a 
matter of fact, the early growth of profes- 
sional accounting in the United States was 
due in considerable measure to the English 
and Scottish accountants who came to the 
country in the nineteenth century primarily 
in the interests of British investors. 

Accounting firms which establish branches 
in foreign countries generally employ and 
train nationals of the country in which the 
branch is located. It is to be expected, how- 
ever, that in most cases the manager and 
part of the staff should come from -the home 
office. 


Barriers to International Accounting 

In recent years, unfortunately, a number 
of countries have adopted or proposed dras- 
tic restrictions on foreign accountants. 

It is natural that every nation should wish 
to build up its own accounting profession as 
rapidly as possible. But the restrictions are 
short-sighted even as a means of accomplish- 
ing this purpose. The need for accounting 
service in all countries is so great that the 
example of a well-known, established firm 
actually increases the opportunities for all 
other firms. 

Moreover, foreign branches of United 
States accounting firms are not primarily 
interested in serving loca! business interests 
in the countries where they have been estab- 
lished. They are not much bothered by re- 
strictions which specify merely that certifi- 
cation of financial statements required by 
the laws of the country for local purposes 


4 Accounting Series Release No. 77. (Feb. 19, 1954). 


* Copyrighted, 1954, by American Institute of Accountants. 
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must be made by accountants who are na- 
tionals of the country. 


They do, however, find it difficult or im- 
possible to operate under the restrictions of 
some countries which require that all prin- 
cipals and employees of the branch office be 
nationals of the country where the branch 
is located, or members of the professional 
accountants’ organization in the country. 
Such membership is often impracticable for 
foreigners due to local regulations. 


The basic responsibility of independent 
accounting firms is to provide accounting 
and auditing services which will meet the 
needs of the businessmen and investors who 
are their clients. They cannot operate under 
restrictions which would prevent this. In 
most cases, it is not possible to provide ade- 
quate auditing service merely by sending 
accountants to foreign countries for specific 
engagements, without maintaining branch 
offices, because auditing services have de- 
veloped so that clients now require services 
and advice from their accountants through- 
out the year. 


Removing the Barriers 


The United States Department of State 
has recognized the importance of a free 
choice of accounting services to the i improve- 
ment of international relations through in- 
creased international trade and investment. 


The following language has been included 
in a number of recent treaties between the 
United States and other countries: 
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“Nationals and companies of 


either 
party shall be permitted to engage within 
the territories of the other party, account. 
ants and other technical experts, executive 


personnel, attorneys, agents, and other 
specialists of their choice. Moreover, such 
nationals and companies shall be permitted 
to engage accountants and other technical 
experts regardless of the extent to which 
they may have qualified for the practice 
of a profession within the territories of 
such other party for the particular purpose 
of making examinations, audits and tech- 
nical investigations for, ‘and rendering re- 
ports to, such nationals and companies in 
connection with the planning and operation 
of their enterprises, and the enterprises in 
which they have a financial interest within 
such territories.” 

Businessmen should support the inclusion 
of similar clauses in treaties with all coun- 
tries in which citizens of the United States 
have commercial and financial interests. In 
the meantime, the growth of international 
trade and investment will be facilitated if 
all countries follow the spirit of this treaty 
provision. 

Freedom of practice by accountants across 
national boundaries can make a real con- 
tribution to expansion of commerce among 
friendly nations, and to the international 
flow of capital. It can do much to increase 
the security of businessmen and _ investors 
with interests in countries other than their 
own, 

Committee on Foreign A ffairs 
American Institute of Accountants 
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Proceeds, Revenue, Income, 
Profit, and Earnings 


Introduction 


1. The terms revenue, income, profit, and 
earnings refer to closely related concepts. 
In general, they relate to the increase (or 
decrease if negative) in the owners’ equity 
which results from operations of an enter- 
prise. They are, therefore, to be distin- 
guished from receipts such as collection of 
receivables, and from proceeds of a loan or 
bond issue, or the capital contributions by 
owners. 

2. The committee has examined the usage 
of these terms in accounting, economic, and 
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legal literature and believes that the lack of 
“teas found in practice is unfortunate 
and confusing. To promote uniformity of 
usage, the following definitions and recom- 
mendations are made for the use of these 
terms in connection with business operations 
and financial statements. The term proceeds 
also is included in the list of terms con- 
sidered. 


Definitions and Recommendations 
Proceeds 
3. Definition: 
Proceeds is a very general term used 
to designate the total amount realized 
or received in any transaction, whether 
it be a sale, an issue of stock, the 
collection of receivables, or the bor- 
rowing of money. 


4. Recommendation: 
This term is not ordinarily used as a 
caption in the principal financial! state- 
ments and generally should be used 
only in discussions of transactions. 


April 





Rev 


wn 


cep’ 
incl 
fro 
tior 
sale 
duc 
frei 
casi 
tra 
the 
for 
oth 
resi 
iod. 
oth 


atir 


Inc 





either 
Within 
“count- 
ecutive 

other 
r, such 
‘mitted 
*hnical 
which 
ractice 
ies of 
urpose 
tech- 
ng re- 
lies in 
ration 
ses in 
within 


lusion 
coun- 
States 
s. In 
tional 
ed if 
treaty 


CTOSS 
con- 
mong 
Honal 
rease 
stors 
their 


tants 


k of 
inate 
y of 
-om- 
hese 
Hons 
eeds 
con- 


ased 
ized 
ther 

the 
bor- 


iS a 
ate- 
ised 


pril 








Official Decisions and Releases 


Revenue 
5. Definition: i 
Revenue results from the sale of 


goods and the rendering of services 
and is measured by the charge made 
to customers, clients, or tenants for 
goods and services furnished to them. 
It also includes gains from the sale 
or exchange of assets (other than 
stock in trade), interest and divi- 
dends earned on investments, and 
other increases in the owners’ equity 
except those arising from capital con- 
tributions and capital adjustments. 


6. Revenue, like proceeds, is a gross con- 
cept but revenue, unlike proceeds, does not 
include items such as amounts received 
from loans, owners’ investments, and collec- 
tion of receivables. In the case of ordinary 
sales, revenue is generally stated after de- 
ducting returns, allowances, discounts, 
freight, and other similar items; and in the 
case of sales of assets other than stock in 
trade, it is generally stated after deducting 
the cost of the assets sold. The revenue 
for a period less the cost of goods sold, 
other expenses, and losses will give the net 
results of business operations for the per- 
iod. Revenue from ordinary sales or from 
other transactions in the ordinary course 
of business is sometimes described as oper- 
ating revenue. 


7. Recommendation : 
It is recommended that this meaning 
of the term revenue be adopted and 
that the term be more widely used in 
the preparation of financial statements 
and for other accounting purposes. 


Income and Profit 

8. Definition: 
Income and profit involve net or par- 
tially net concepts and refer to 
amounts resulting from the deduction 
from revenues, or from operating 
revenues, of cost of goods sold, other 
expenses, and losses, or some of them. 
The terms are often used interchange- 
ably and are generally preceded by an 
appropriate qualifying adjective or 
term such as “gross,” “operating,” 
“net . . . before income taxes,” and 
“net.” The terms are also used in 
titles of statements. showing results 
of operations, such as “income state- 
ment” or “statement of profit and 
loss,” or, sometimes, “profit and loss 
account.” 


9. The term gross income is often used 
as the equivalent of revenue; in public 
utility practice it is commonly used in re- 
ferring to net income before deducting in- 
terest and other income charges. The term 
gross profit is frequently used to describe 
operating revenue less the cost of goods 
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sold. The terms operating income or operat- 
ing profit are generally used to denote “gross 
profit” less ordinary expenses. The terms 
net income or net profit refer to the results 
of operations after deducting from revenues 
all related. costs and expenses and all other 
charges and losses assigned to the period. 
These deductions do not include dividends 
or comparable withdrawals. 


10. Recommendation : 

The committee seeseerienes that when 
the terms are used in financial state- 
ments, they be preceded by the ap- 
propriate qualifying adjective. When 
referring to items covered by the 
term “reveiiue,’ the term “gross in- 
come” should be avoided. The excess 
of operating revenue over the cost 
of goods sold may be described as 
“gross profit’ but such terms as 
“gross profit on sales” or “gross mar- 
gin” are preferable. It also is 
recommended that the terms “operat- 
ing income,’ “net income,” and “in- 
come statement” be used instead of 
the related terms, “operating profit,” 
“net profit” and “statement of profit 
and loss.” It is, however, proper to 
use the term “profit” in describing a 
specific item such as “profit on sale 
of fixed assets.” 


Earnings 
11. Definition : 

The term earnings is not used - uni- 
formly but it is generally employed 
as a synonym for “net income,” par- 
ticularly over a period of years. In 
the singular the term is often com- 
bined with another word in the ex- 
pression “earning power,” referring 
to the demonstrated ability of an en- 
terprise to earn net income. 


12. Recommendation : 

The committee is hopeful that even- 
tually there will be a single term, 
uniformly used, to designate the net 
results of business operations. In re- 
cent years there has been a trend 
toward the term “earnings,” although 
a majority of published financial 
statements employ the term “net in- 
come.” Until one or the other of 
these terms achieves pronounced pref- 
erence, the committee makes no rec- 
ommendation as between them. It 
approves the use of the term in ac- 
counting language in connection with 
the concept of ability to realize net 
income. 


COMMITTEE ON TERMINOLOGY 
(1954-1955) 


Epwarp B. Witcox, Chairman 
ALMAND R. CoLEMAN 
CLIFFORD V. HEIMBUCHER 
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Committee Activities 











Committee on Arbitration and Labor-Management 


The Board of Directors of the So- 
ciety announces establishment of a 
procedure, proposed by the Committee 
on Arbitration and Labor-Manage- 
ment, whereby accountants in public 
practice in the State of New York 
may call on the Committee for as- 
sistance in settling disputes arising 
from their professional _ relations. 
Mediation and conciliation assistance is 
available to public accountants, both 
Society and non-Society members, who 
are in practice in the State of New 
York. 

Mediation procedures proposed by 
the Committee are intended to achieve 
settlement of disputes through infor- 
mal discussions conducted according 
to standards which are in keeping with 
the professional standing of account- 
ants. The Committee proposes to re- 
quire consent by the disputants to rules 
of procedure for the mediation discus- 
sions. Such rules are designed solely 
for the purpose of assuring that (1) 
all facts pertinent to the issue will be 
brought out in the discussion and (2) 
the discussion will be conducted on a 
dignified basis. There is no intention 
on the part of the Committee to require 
disputants to waive any of their legal 
rights or to require them, by coercive 
persuasion, to accept the mediators’ 
recommendations. 

Members of the Committee and a 
state-wide panel of Society members 


(yet to be named) will make them 
selves available, in accordance with 
certain rules of procedure, to lend a 
sistance at the disputants’ request if 
bringing about, on an informal basi 
settlement of such disputes. The Com 
mittee reserves its right to refus@ 
mediation assistance when it appearg 
that attempts to settle a dispute would 
be inconsistent with the purposes @ 
the Society. he Committee will limif 
its mediation activities to disputes iff 
which each party is either a public ae 
countant or a staff accountant. 

The Committee believes, and_ the 
Board of Directors concurs in_ the 
belief, that one of the earmarks of 
a profession is its ability to settle, by 
means of discussion and reason, many 
of its own disputes, It is their further 
belief that the opportunity to talk with 
other accountants will enable many ae 
countants to settle their differences 
quickly and without publicity to the 
disputants and the profession. It 1s 
with these factors in mind and with 
knowledge that its first experiences in 
this endeavor will show the way for 
improving the nature of its mediation 
assistance that, the Committee offers 
its services at this time. 

Inquiry concerning mediation assist- 
ance should be made at the office of 
the Society, 677 Tifth Avenue, New 
York 22, N. Y. 
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